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Accounting News And Trends 


The Agran Case 


The American Institute of Accountants and 
the California Society of CPAs are drop- 
ping the Agran case. The reasons for this 
action are admirably presented in an editorial 
in the December 1956 issue of the Journal of 
Accountancy. The Agran case was one of 
several in which local bar associations had 
charged that certain activities of accountants 
constituted unauthorized practice of law. It 
was, however, the first case in which a CPA 
holding a Treasury Card was attacked for 
representing a client in a tax proceeding be- 
fore the Treasury Department. Because of its 
implications the American Institute of Ac- 
countants resolved to ask the Treasury De- 
partment to clarify the status of CPAs who 
practice before it, to seek appropriate Con- 
gressional legislation and to support retrial 
of the Agran case. The editorial indicated: 
“It was recognized that if the Treasury De- 
partment clarified the position of CPAs, the 
other steps might not be necessary.” 


Since that announcement, several efforts 
have been made by leaders of the bar looking 
toward cooperation with the accounting pro- 
fession, and co-operative committees of the 
American Bar Association and the American 
Institute of Accountants were re-established. 
Meetings of these groups led to general 
agreement on the fundamental issues. Fur- 
thermore, the Secretary of the Treasury has 
issued an interpretation of Circular 230 gov- 
erning practice before the Treasury Depart- 
ment. Commenting on this interpretation the 
editorial states: 


It seems clear to the Institute that the 
Treasury Department desires CPAs to 
continue to practice before it as they 
have in the past, and the American Bar 
Association has not challenged this posi- 
tion. 

In the light of the improved relations 
with the organized bar, and the Treasury 
interpretation of its regulations, the 
Council of the American Institute of Ac- 
countants at its April 1956 meeting de- 
cided that there was no necessity to 
participate further in the Agran case, 
which in the meantime had been retried, 





Accounting News and Trends is conducted 
by Cuartes L. Savace, C.P.A. and member 
of the New York Bar. He is presently serving 
on the Board of Directors of the Nassau- 
Suffolk Chapter of our Society. Dr. Savage is 
professor of accounting and chairman of the 
Business Administration Department of Adel- 
phi College. 
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with a decision adverse to the CPA 


plaintiff. 


The California Society of CPAs continued 
to support an appeal from the decision 
on retrial, but on September 20, 1956 the 
plaintiff lost again. Because of certain diffi- 
culties inherent in the case itself, it is believed 
that it is not a proper case to seek to bring 
to the United States Supreme Court. The 
Institute does not believe that it is necessary 
that anything further be done about this par- 
ticular decision and the editorial points out 
the reasons for this view. 


However, since the suit was a fee suit, 
and no one has been enjoined from doing 
anything, the decision, in the opinion of 
outstanding lawyers, does not prevent 
anyone in Los Angeles or elsewhere from 
continuing to practice before the Treasury 
Department if the Treasury authorizes him 
to do so. The decision deals with the 
facts of the case before it, and, according 
to high legal authority, does not in any 
broad sense create new law... 

Meanwhile, counsel advises that the 
Agran decision is not a serious precedent 
in other states, and in the improving cli- 
mate of relations between the legal and 
accounting professions it seems not nearly 
so likely to be used against CPAs as it 
appeared to be two years ago. In any 
event, there seems to be nothing to lose 
by waiting and giving the favorable trends 
an opportunity to gain momentum. 

It was with these considerations in mind 
that the executive committee of the Amer- 
ican Institute on October 31st, and the 
board of directors of the California Society 
of Certified Public Accountants on No- 
vember 5th, decided not to make any 
effort to have the Agran decision reviewed 
by the United States Supreme Court. This 
by no means signifies acquiescence in the 
decision. Rather it suggests that in the 
light of current developments the decision 
is no longer regarded as of major sig- 
nificance. 


The editorial concludes with a hope that is T 
shared by all accountants. 

We earnestly hope that the two pro- | 

fessions in California and in all other 

states can resolve any future differences 
in the same spirit of mutual respect and 
tolerance, and with the same concern for 
the public interest, which characterizes 
the current relations of the American Bar 
Association and the American Institute 
of Accountants. 
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—MARIETTA CONCRETE CORPORATION, Marietta, O. 
“Leading Manufacturer of Pre-Cast Concrete Products” 


“National Accounting Machines satisfy our every accounting 
need—accounts receivable and payable, cost and sales analysis, 
payroll, and general ledger. They maintain the timing re- 
quired for record control at our five widely-separated plants. 
“We require less detailed accounting work than many con- 
cerns. Yet, Nationals save us $12,100 a year on our original 
investment of $9,830—or $1.23 on every dollar invested. 
“National’s versatility permits convenient shifting from 
one job to another. Operator training is simple. The auto- 


matic operations produce more 
work with far less effort.” sd Zz; ’ ‘ 

a President 
THE NATIONAL CASH REGISTER COMPANY, DAYTON 9, OHIO 


989 OFFICES IN 94 COUNTRIES 


In your business, too, National ma- 
chines will pay for themselves with 
the money they save, then continue 
savings as annual profit. Your nearby 
National man will gladly show bow 
much you can save—and why your 
operators will be happier. 





‘errape | nna v.s. vat abe. 


When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. 











COLUMBIA 
UNIVERSITY 





INSTITUTE OF 
ACCOUNTING 


Qualified men and women, graduates of 
high school or more advanced education, 
are eligible for this program of instruction 
affording a background of accounting and 
other phases of business and industry, as 
well as preparation for CPA examinations. 
Day and evening courses; full and part 
time programs arranged. 


Registration Friday, February Ist, 
through Tuesday, February 5th, 
10 a. m. to 8 p. m.; Saturday 
9 a. m. to Noon. Low Memorial Li- 
brary, 116th Street between Broad- 
way and Amsterdam Avenue, New 








York 27. 
COLUMBIA UNIVERSITY 


















RECEIVABLE 
LOANS 


A unique Service for those of | 

your clients who can profitably —~ 

use additional Working Capital 
in their business 


nem . 
LOWEST RATES - 
- NON-NOTIFICATION 


Onin 
Service Factors Company 


450 7th Avenue M. Jolles 
New York City La 4-7661-2 





serving your clients over 20 years 








When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. 





International Congress 


The Seventh International Congress of Af. 
countants will be held in Amsterdam, Thy: 
Netherlands, from September 9 to Septembe 
13, 1957. | 

The program affords opportunities  {ef- n 
sightseeing and participation in cultural evens 
as well as technical discussions on: Principle 
for the Accountants’ Profession, The Verifies 
tion of the Existence of Assets, Budgeting an/ 
the Corresponding Modernization of Account 
ing, The Internal Auditor, Business Organin. 
tion and the Public Accountant, Ascertaip. 
ment of Profit. \ 

Members who are interested in aren. 
should communicate with our Society office, 


Recent A.I.A. Publications 





The American Institute of Accountants, in| G 
cooperation with the Robert Morris Associates 
and the American Bankers Association, has| 
recently issued a booklet entitled Forty Ques. 
tions and Answers About Audit Reports which 
summarizes auditing standards and practices 
and explains the responsibility of the ae 
countant when he expresses an opinion o 
financial statements. The question and answer 
approach employed in this work allows 4 
great many topics to be presented in a lucid/ 
and clearcut manner. It is an excellent stat>{\; 
ment of how the work of the CPA helps the 
banker. 


The Committee on Auditing Procedure has 
prepared a booklet of some seventy pages c¢ 
Audits of Brokers or Dealers in Securiti 
Brokers are subject to regulation under t' |» 
Securities and Exchange Act of 1934 and al | # 
by any exchanges of which they are membe: 
In addition, regulations for independent aud:|: 
of brokers’ financial statements have been pre- 
scribed by several jurisdictional agencies} 
Since the examination of a broker must ce! 
form to these regulations, this booklet includes 
the prescribed procedures. It also provides a! 
guide for determining the scope of the work 
for each individual audit. It should be help. 
ful to all interested in brokerage accounting| 

“A Classification of Management Services 
by CPAs” is a pamphlet designed as 4 
preliminary step in exploring the develop- 
ments in this area. It has been prepared by 
the Committee on Management Services and 
is distributed in its present tentative form to 
stimulate interest in the problem and t 
solicit comments from the members of tit 
American Institute of Accountants. Its defini- 
tion of management services by CPAs, its dis-? 
cussion of standards of performance, and its 
suggestion of specific areas in which accouli 
ants can aid their clients, should make this 
booklet of particular interest to the profession. 


je ¢ 




















—— ee 


Fees for Community Work 4 


In the A.L.A.’s news publication, The CPA 
(November, 1956), John Carey discusses the 
problem of the practicing CPA who is asked 
to contribute his professional services to 4 
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Exclusive “‘one-write’’ Safeguard System gives 


The simplest and most accurate sys- 


tem yet 


Ideal for all 


developed. 


businesses . . . with from 5 to 1,000 
employees . . . anyone can use it. 
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. Be sure to see the Safeguard System for yourself. 
Discover why so many accountants recommend 


Safeguard for their clients. 


arrange for a demonstration for yourself or clients. 
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Exclusive type posting board 


Has hold down clamps that assure perfect 
alignment of forms . . . every time. Made 
of aluminum with vinyl cloth bonded to 
surface. Measures just 94% x 12144” and 
weighs only 20 ounces. Safeguard board 
costs but $15.00. 


Pre-shingled checks in sets of 25 


Always handy and ready for easy and quick 
“loading” in posting board. Checks or 
statement forms can be imprinted to your 
exacting specifications. Available in va- 
riety of colors. 





Most economical system of its type 


Pays for itself almost at once. For ex- 
ample: A check payroll system for fifty 
employees paid weekly costs only $64.50 for 
one whole year . . . that’s just $1.23 per 
payroll. This includ 1 y forms, 
ledger sheets, and printed checks. Com- 
pare this with the time saved by this low 
cost “one-write” system. 





If you wish, you can 


you 3 records with 1 entry . . . automatically 
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Safeguard Systems 


Check Payroll System 


Comes with pre-shingled, 
imprinted checks, ledger 
cards and summary 
sheets. 


Cash Payroll System 


Has pre-shingled pa 
statements, ledger oni 
and summary sheets. 


General Disbursement 


This system uses _ pre- 
shingled checks and ex- 
tra wide journal sheet. 
Has 28 columns. Sufficient 
for all entries and dis- 
tribution of exp Ac- 
curate and permanent. 








Call or write: 


Safeguard Systems of N. Y. 


34 HUBERT ST. - NEW YORK 13, N. Y. 
Telephone WOrth 6-2626 


When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. 


Financing 


Seecorage en 
UP TO 94q) 
ACCOUNTS ” 
RECEIVABLE 


Non Notification, J 


INVENTORY LOANS 
3 YEAR CHATTEL MORTGAGES 


Forwarders Protected 


JOHAR FACTORS 


101 W. 31 St., New York 1, N. Y. 
BRyant 9-1778 


Member: Association of Commercial Finance Cos. 
of N. Y. Inc. 








BLADES & MACAULAY 
INSURANCE ADVISERS 


& 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD STREET NEWARK 2,N. J. 
Established 1926 




















TAX FORM REPRODUCTION 


BY GOVERNMENT APPROVED 
METHODS 


FOR EXPERIENCED, 
PROFESSIONAL, RELIABLE WORK, 


CALL 


Circle 6-9657 
BELL STUDIOS *Ntw York crry 
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nonprofit organization. The problem, 
course, is whether a bill should be sent an 
if so, for what amount. Mr. Carey sugges 
three alternatives: no bill at all; a bill 
costs only; or a bill at regular rates follows 
by a cash contribution to the organization ¢ 
the excess of the fee over costs. The fir 
method would probably be suitable if the jdf 
were. of small magnitude. But if the task j 
substantial, probably the third alternative j 
preferable because it does not encourage th 
community to undervalue professional work. 


Management Services and Independe 

In discussing the popular topic of mana 
ment service by CPAs, Mr. Clinton Bennett 
issues a warning in the September 1956 News 
Bulletin of the Massachusetts Society of CPAs: 
“There is more to this question of manage. 
ment services by CPAs than simply a desire 
to perform them. . . . There are opportunities 
in the field of management services but there 
are also compensating dangers. No one’s in; 
terest will be served ... if the CPA under{ 
takes to perform services which he is now 
competent either by training or experience to 
perform satisfactorily.” 

He also points out a deeper danger when 
he states: 

“There may also be a tendency on the | 
part of the CPA to confuse professional 
management services with employment | 
services as part of the management team. , 
This must be carefully avoided. It is just 
as essential to maintain independence in | 
performing management services as it is 
in performing any other services.” | 

Communication With 
Former Accountant 


The October 13, 1956 issue of The Account: 
ant, published by the Institute of Chartered 
Accountants in England and Wales, contains 
an important article on professional ethics inh 





which considerable space is devoted to the 
duty of members to communicate with th 
previous accountant before accepting a 
engagement. 

Although professional courtesy does 
enter into the matter, the primary reason 
for requiring a member to communicate 
with the existing accountant (who may 
not necessarily be a member of the In- * 
stitute) is to give the member an oppor- | 
tunity of knowing all the reasons for the 
change, thereby safeguarding his own | 
interests, the legitimate interests of the. )- 

public and the independence of the exist- 
ing accountant. When communicating, 
the inquiry need only be directed to the 
question whether there is any professio 
reason why the inquirer should not act.” 


— Yo 


This same requirement was the subject of} 
comment in The Accountants’ Journal of 
August, 1956, published by the New Zealand\ 
Society of Accountants. Here too, the point 
was made that: 

“The reason for the insistence on com- 
munication is to enable the retiring audi- 
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ACCOUNTS 
RECEIVABLE 
FINANCING 


We will provide a revolving financ- 
ing plan for your clients on a low- 
rate, non-notification basis. 


Call today—we'll meet with you and 
your Client and work out a plan to 
meet their individual requirements. 


PRUDENTIAL 
CAPITAL CORP. 


527 FIFTH AVENUE, NEW YORK 17, N. Y. 
MURRAY HILL 7-7680 


EXECUTIVES 


Morris P. Arnoff 
Leo R. Heyman 
Theodore Goldman 
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Finance Co 


ymmercial 
mpanies, Inc. 


tation of Ce 





BOOKKEEPERS 
UN LI 
® 
mC 


maactD 
AGENCY 


DIRECTED BY AC. 


RESPONSIBLI 


EXPERIEN 
Sa OROn Gap 
PER S:O NON 
ap te 
~NEW YORK 17 


299 MADISON AVN 


rELEPHON! OAFORD 7-223 1 





When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. 








tor to inform his successor of any profes- § Tax 
sional reason why he should not accept Se 
the appointment. The duty to communi- nie 
cate is not framed to protect the financial om 
interests of the retiring member, nor is yo 


it intended as a written enjoinder to he 
; sales 

observe professional courtesy, although the sing 
latter consideration in itself would ap- a 
pear to render communication a feature upor 
of best professional practice.” 4 
Appointment of Auditors Lett 


The September issue of The Accountants that 
Journal contains comments on the professional} ™"*. 
qualifications of outside auditors that is of) ° 
interest to American readers. In an articl{ 
discussing that portion of the new Com | 
panies Act of New Zealand which covers the 
duties, appointments and remuneration of Hov 
auditors, the author points out that “no person ) 
shall be qualified for appointment as auditor| © 
of a company unless he is a member of the; 
New Zealand Society of Accountants” or a} ™4? 
similar association of accountants in some? (és 
other part of the Commonwealth if such} #8° 
association has been approved by the Minister Hon 
of Finance. Apparently Society membership} °. - 
is equivalent to the CPA certificate in the} '™S 
United States and is an absolute essential to} Pte 
do public company audits. of | 





app 
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Long-Form Reports 


In his article on 
Practices” (Autumn issue of The Illinois} to 
Certified Public Accountant), Mr. Barden) hoo) 
points out that many long-form reports do} Ney 
not clearly reflect the basic concept that the 
factual representations in financial statements 
are management’s responsibilities. To enable 
an accountant to avoid unnecessary responsi- 
bilities beyond those contemplated under the 
basic concepts of reporting practices, he sug- 
gests certain modifications of the report. 
Among these changes would be aligning of} 
“the material in a manner which clearly dis- 
tinguishes between the basic financial state- 
ments covered by the formal opinion, the 
comments and other financial statistical data 
included in the report.” He also suggests 
an addition to the standard scope paragrapt 
of the certificate and a brief explanation with 
respect to the accountant’s_ responsibility in 
connection with other data in the report. 





Equal Accounting Periods 


In The Accountant (November 10, 1956) | 
fr. H. B. Thomas suggests a rather unusual. 
method of dividing the year into regular end] 
periods. The method suggested is an adapta- 
tion of the decimal system and might well be} 
used by plants which close down for an 
annual vacation of two weeks. Since the 
number of working weeks is fifty, this number | 
lends itself to decimal treatment. Under this 
system the accounting period consists of tea 
periods of five weeks each. Each period is,; 
of course, of equal duration and since each 
period is one- -tenth of a complete year, com- 
parisons and calculations can be made with 
the greatest ease. 


January 








y profes. § Tax Oddments 

nc. Sales tax collections provided the major 

cool source of State revenue during the past fiscal CPA MANAGED FINANCE COMPANY 
seeing year according to Commerce Clearing House. - 


: aug a | At present twenty-five states depend upon the 

ugh the sales tax to a greater extent than any other 

ld | single source of revenue while four others 

¥ 4P- } sre rapidly approaching major dependence 
eature ‘ 
upon it. 

According to the California C.P.A. News 
Letter, the income and franchise tax laws of 
that state—unlike the Federal Law—now per- 
mit amortization of the cost of “smog” control 
equipment over a five-year period in a manner 
quite similar to that allowed by the Federal 
Government for defense facilities. 
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ation of} How Much Honesty Insurance? 


10 person a . 
8 auditor| With employees’ defalcations annually caus- 


sr of the; ing losses in hundreds of millions of dollars, 
ts” or al management has frequently puzzled over the 
in somes question of the adequacy of insurance cover- 
if such{ age) In a booklet entitled “How Much 

Minister } Honesty Insurance?”, The Surety Association 
mbership of America suggests a formula to answer 
> in the! this question. A statement of the formula is 
ential to) presented below, together with an illustration 
of how it works in the case of a wearing 

' apparel manufacturer. 

: | By referring to a table in the booklet, the 
€porting f suggested amount of insurance is determined 
Illinois} to be $90,000. Accountants can obtain the 
Barden} booklet from the Association at 60 John St., 
orts do| New York 38, N. Y. 











Fills Your Clients’ Needs For: 


e Accounts Receivable Financing 
¢ Mortgage Financing 


e Inventory Loans 


For a professional approach to working capi- 
tal requirements . . . work with a firm that 
understands your problems and your clients’ 
problems. Consultation in strict confidence. 
Write for Bulletin A, “How A CPA Can 
Improve His Clients’? Financial Position.” 


FUNDS FOR BUSINESS, INC. 


Commercial Financing 


120 East 41st St. New York 17, N. Y. 
LExington 2-3916 
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Letters to the Editor 





Informative Disclaimers 


I have read with interest the provocative 
letter of Mr. Stephen Chan in the December 
1956 issue of the New York Certified Public 
Accountant and accept his offer to express an 
opinion on the problem he raises. 


The question of the disclaimer must be tied 
in with the larger issues of the accountant’s 
independence and his responsibility to third 
parties. Actual or prospective stockholders, as 
well as bankers and other creditors, all have 
an existing or potential financial interest in 
the accountant’s work. These people depend 
on the independent accountant for reliable 
information concerning his clients. His obli- 


gation to them is to give them truthful 
reporting. It is well established that the 


reader of the acountant’s report is entitled to 
full and fair disclosure by the accountant of 
all consequential facts of which he has knowl- 
edge. This includes all facts necessary to a 
proper understanding and evaluation of the 
financial reports. It pertains even to facts ob- 
tained subsequent to the completion of the 
examination but prior to the issuance of the 
report. As Carmen G. Blough has stated 
(Journal of Accountancy, July 1950, Vol. 90, 
pp. 71-2, “What Is Auditor’s Responsibility 
for Statements Prepared Without Audit”), the 
disclaimer releases the accountant from re- 
sponsibility only with respect to facts which 
are not recorded on the books and of which 
he has no knowledge. He may not omit any 
pertinent information which appears on the 
books. Nor may he exclude from a report 
any significant information of which he has 
knowledge merely because there is no record 
of it on the books. 


It is only as a result of the steadily increas- 
ing confidence that the public has been able 
to place in representatives of our profession 
that we have been able to make the forward 
strides which we have made in recent years. 


It should be obvious, from what I have said 
above, that I think if the accountant has an 
auditing reason to disclaim an opinion, this 
does not release him from a further obliga- 
tion to point out and explain the departures 
from accepted principles or consistency. Even 
if compliance with the letter of Statement on 
Auditing Procedure. No. 23 would not require 
this, to fail to do so would, in my opinion, 
violate the spirit of the statement. However, 
in section four of Statement on Auditing Pro- 
cedure No. 23 we find the statement, “When 
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the accountant is unable to express an over- 
all opinion, the reasons therefor should be 
stated.” In section six we find the statement 
that the accountant should state that, “ 
he is not in a position to express an opinion 
on the statements taken as a whole and should 
indicate clearly his reasons therefor.” I con- 
strue this to mean that he must state all his 
reasons. To state one reason and omit others 
would constitute a concealment of vital infor- 
mation. 
Eucene RosenFetp, CPA 
New York, N. Y. 


Need for Professional Accounting Schools 


The November 13, 1956 meeting of the 
State Society was devoted to consideration 
of the report,—“Standards of Education and 
Experience for Certified Public Accountants”. 
This topic, which had been studied by the 
Society's Committee on Education, of which 
I was Chairman, was made the subject of a 
report dated June 16, 1947 submitted to the 
Directors of the Society. In addition to other 
suggestions, the report recommended _ the 
establishment of professional schools of ac- 
counting such as exist in the professions of 
law and medicine. The reason for this 
recommendation was that courses of study 
could be given in the specialized field relat- 
ing to the public practice of accounting 
rather than the general courses which were 
then, and continue to be, given in many 
New York State accounting schools. A copy 
of the report was submitted to the Commis- 
sion when it commenced its study in the 
year 1954. 


Although there was disagreement on_ this 
at the above-mentioned Society meeting, I 
see no reason for changing my views on this 
subject; if anything, I believe it more neces- 
sary today than ever before to have profes- 
sional schools for accountants. Our present 
accounting schools, so far as I can learn, 
are not organized to provide education of 
this kind. 


The A. I. A. has recognized the increased 
responsibilities of the practicing accountant 
and has made the profession aware of them 
through the publication of many accounting 
releases and other literature. 


After interviewing graduates of accounting 
schools, with a view to placing them on our 
staff, I have come +o the conclusion that the 
auditing courses now in effect have not kept 
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)BSOLESCENCE — A BOOBY TRAP 
OR YOUR CLIENTS? 


1 client if he can compete “cash wise’ when replacement time comes for Qs 
ings that wear out. Urge him to balance out that depreciation factor by 
ing a specific sum regularly each month, quarter, or year. 


longer he continues the higher his rate of return: In four years his money 
il] have earned 3%+144% per year; in seven and one half years 3%-+-1/2%; 
















one half years 3%-+34%; and in thirteen and one half years 3 Per Year 


%+1%. Corporate accounts welcome. 


Funds received by 


are examples of NINTH FEDERAL’S “SAVINGS+PLUS” features. There pe A = bg 
be 13 of them, all explained in Free Booklet CP-!. dends from the Ist. 





ACCOUNTS 


PS 100,000 
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Major Medical 
EXPENSE INSURANCE 


© Now available at favorable rates to eligible members of the New York 
State Society of Certified Public Accountants. 


¢ Dependents of members insured for Hospital and Surgical benefits 
may also be included for the Major Medical Expense feature. 


e Brochures describing the many outstanding features of the N. Y. 
Society’s official Group Accident & Sickness Insurance Plan available 
on request from 


HERBERT L. JAMISON & CO. 


Brokers for Society’s Group Insurance Plan 
270 MADISON AVENUE, NEW YORK 16 © MUrray HI. 9-1104 
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pace with auditing standards and procedures 
recognized by the profession and promulgated 
by the Institute. I believe that this situation 
has compelled some of the larger accounting 
firms to establish training courses for their 
staffs. Other accounting firms who desire 
to conform to current professional standards 
and who cannot afford to operate these on- 
the-job training programs, are handicapped. 


The Council on Accountancy, of which I 
was a member prior to 1948, recognized that 
the subject of auditing was of paramount 
importance. At its suggestion, the Board of 
Regents provided that this subject be given 
equal stature with that of practical problems 
in the C.P.A. examinations. 


In 1956 the Institute released to its mem- 
bership a condensed version of the Com- 
mission’s report; their recommendations are 
contained in Chapter 6 from which the fol- 
lowing is quoted: 


“The formal educational preparation of 
candidates for the profession needs to be 
much more advanced than that now 
required by most accountancy legislation, 
and, in fact, more thorough and compre- 
hensive than is now provided by most 
educational institutions. 

The Commission recommends the _ es- 
tablishment of professional academic pro- 
grams, within the framework of schools 
of business administration, designed to 
train individuals for public accountancy. 
***Tt is recommending the development 
of a type of curriculum which would be 
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new in accounting but has been tested 
for generations in other professions—a 
professional program, with classroom ma- 
terials drawn from public practice, with 
faculties experienced in public account- 
ancy and maintaining close contact with 
changes in that profession, and with 
students directly and specifically inter- 
ested in preparing for a career in public 
accountancy as a C.P.A.” 


The Commission’s recommendations take 
into account the present inadequate courses 
in accountancy education. Its suggested pro- 
gram has for its purpose an educational 
program which is meaningful. I go along 
with these recommendations. The Com- 
mission recommends a four-year course sup- 
plemented by one year of graduate work; 
military service is from two to three years; 
consequently, the student who attends day 
school would lose from seven to eight years 
before he would be ready for professional 
work. The situation is not as bad for the 
student who takes night courses; many of 
these students find employment with ac- 
countants while doing so. A four-year edu- 
cational course in the suggested professional 
schools should be adequate. 


Statements were made at the Society's 
meeting to the effect that there were many 
reasons why the Commission’s educational 
program was not adaptable to the present 
educational program in our State. If this is 
so, is there an alternative? I believe there 
is. The A. I. A. examination questions are 
now uniform and are used by the Board of 
C.P.A. Examiners for the State of New 
York. The subjects of accounting principles, 
auditing standards and auditing procedures 
should receive paramount consideration in 
the examinations. This would impel the 
accounting schools to provide the necessary 
courses. 


It is also my idea that upon graduating 
from accounting schools, students be required 
to sit for the Institute’s examinations and, 
if successful therein, be licensed as certified 
public accountants without requiring appren- 
ticeship on the staff of practicing accountants. 


The present three years’ accounting ex- 
perience does not necessarily mean that at 
the end of such term the candidate has 
acquired sufficient knowledge to undertake 
some auditing engagements without super- 
vision. 

I firmly believe that better-prepared _ac- 
countants would result through the adoption 
of this suggestion. It would add more 
dignity to the standing of the profession and 
at the same time be of benefit to it. 


Cuartes Hecut, CPA 
New York, N. Y. 
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An Adirondack View 


A CPA Story jumped up in the Depression 
Thirties. It is due to jump up any day now— 
as a brand new story. So be prepared; of 
course it will be modified to fit its use. 
Here’s our version of it. 

Joe Smith was out of a job. He was a 
Certified Public Accountant. He had a wife 
and family to suport. His savings were 
about gone. He searched for work, any kind 
of work, with little success. A circus was 
coming to town so he planned to go early 
and perhaps get something, for a day at least, 
any kind of a job. 

Imagine his surprise to find that the man- 
ager was an old NYU evening classmate of 
his. After a brief reunion he told of his 
plight, and his need, and begged for a job, 
any job. The manager thot and thot— then 
his telephone rang. Joe heard him say, 

“He did?” “When?” “Last night, eh?” 
“Well, skin him, and I'll get someone to fill 
in and do the act.” 

Then he turned to Joe and said, 

“Our trained leopard died last night. We 
are going to skin him and hire a man to get 
inside the hide and do the act. You can 
have the job if you want it.” 

Joe took it, spent the morning practicing 
and the act went fine in the afternoon. In 
the evening the act had an added routine 
for the climax. Joe, as the leopard, was to 
walk a narrow plank across the top of a 
round open cage in which was a big and 
hungry-looking lion. It was a climax all right! 

Joe-the-leopard started onto the plank. The 
lion saw him and roared. But Joe braced 
himself, got his nerves and fears under con- 
trol, and proceeded cautiously along the plank 
The lion roared and rushed toward him. Joc 
was half way across. Then the lion jumped 
Joe lost control, dodged, and fell, right a 
the lion’s feet. 

The lion crouched over him, and roared in 
victory. Joe began to holler for help at the 
top of his lungs. He had to stop to get his 
breath, and, when he did, he heard a voice 
whisper into his ear, 

“Shut up, you fool, you aren't the only 
CPA out of a job.” 

Leonard Houcuton, CPA 


Saranac Lake Branch of 
the “Adirondack Chapter” 
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New 
COMBINED PAYROLL 
WITHHOLDING 

TABLES 


now available 


PAYROLL bookkeeping can be cut in half with 
combined withholding tables. One employer saved 
500,000 postings in one year! 


THE NEW social security law which went into 
effect January |, 1957, makes all previous with- 
holding tables obsolete. These new tables cover 
combined income tax and OASI withholding (sep- 
arately as well as combined) for daily, weekly, 
bi-weekly, semi-monthly and monthly pay periods. 
Deductions are listed for any number of exemp- 
tions and cover all pay ranges. 


THESE NEW TABLES were developed under the 
supervision of Peter G. Dirr, editor of the Payroll 
Tax Department of the Journal of Taxation, by the 
Tax Staff of McKesson & Robbins, Inc. 


Tables are printed on heavy rag-content ledger 
paper, bound in heavy boards and spiral-bound (it 
opens flat). Price: $2.95 per set; 10 to 25 sets, 
10% discount; 25 to 100 sets, 15% discount; over 
100 sets 20% discount. Satisfaction guaranteed. 


USE THIS COUPON TO ORDER 
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.. sets of the new combined 


To: The Journal of Taxation, Inc. 
147 E. 50 St., New York 22 
Please send us . 
withholding tables. We enclose $.........ccs00 (add 
3% sales tax in NYC). 
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HELP WANTED 


Instructor for C.PLA. Examinations Review 
(Course located in New York City. Must have} 
ibility. te keep the interest and attention 

class. Write, stating qualifications, experience] 


ete. to Box 1086, New York C.P.A. 
OFFICE MANAGER-ACCOUNTANT: expel 


rienced in the operation of ladies ready t 
wear chain. Must be willing to relocate in| 
Mid-West. Give full particulars, which wil 
he held in striet confidence. Appointment will! 
he arranged in New York. Reply Box 1087 
New York C.P.A. ; 


BUSINESS OPPORTUNITIES 

- + —__—_—__—_—_—— 
Mail and Telephone Service: Desk provided) 
for interviewing. $6.00 per month, Directory} 
Listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 


Attention Mr. Accountant I 
LARGER FACILITIES and BETTER 
EQUIPPED THAN EVER TO HANDLE — | 
YOUR TYPING PROBLEMS! ! TAX 
RETURNS REPRODUCED in Form 
Acceptable by Federal and State. REPORTS 
TYPED accurately and attractively! 
Thoroughly checked. LILLIAN SAPADIN, 
501 Fifth Avenue, MUrray Hill 2-5346. 


INVESTMENT INFORMATION 
JUSTIN JACOBS } 
Dighy 4-7140 
ish ere ae i 
Statistical Typing 
IBM TYPOGRAPHY, Offset Printing, Git) 
sham’s, 480 Lexington Avenue, N. Y. lip 
PLaza 5-6432. 
C.P.A., N. Y., N. J., ATA—heavy tax, systems 
background; offers substantial cash, experi: 
ence for practice, accounts or interest, with) 
or without office. Confidential. Box 1081.; 


New York C.P.A. 


C.P.A. 15 years, has own accounting practice, 
—seeks association with overburdened or ree 
tiring practitioner or firm—can relocate—can' 
furnish character and bank references. Bog 


108: »w York C.P.A. 


., 32, partnership caliber, seeks position?) 
with overburdened practitioner offering option) 
to purchase interest, after reasonable _ trial 
period. 8 years diversified experience. Mem. 
ber of NYS CPA Society. Box 1085, Nev 
York C.P.A, 
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BUSINESS OPPORTUNITIES (Cont'd) 


(.P.A. desires office, preferably in) Mid-town 
Man ttan Box 1088, New York C.P.A 


PENN STATION VICINITY 
lern office building; sublease TL 
litioned front oflwe 

«quare feet 81750. of 170 aqquare 

t $1000. per annum 


BRyant 9.4510 


furnished 


mid-town 
facilities 
low 


in small private ofler 
other 
environment 


I bees h pace 
ely furnished telephone 
pleasant, quiet very 


enta CH 14744, 

C.P.A. has available desirable furnished space 
in mid-town area; reasonable rental; no sery 
ive. Call, MUrray Hill 2-1393. 


(.P.A. interested in sharing services of Junior 
Accountant employed by either myself or the 
other Accountant on a permanent basis. Call 
Miss Levy—LO 4-0160. 


C.P.A., own practice, heavy diversified expe- 
rience, seeks to become associated with over- 
burdened practitioner. Box 1094, New York 
GPA. 


SITUATIONS WANTED 


C.P.A., age 40, 20 years public experience in 
all phases of accounting, with emphasis on 
institutions, nonprofits, fund raising, hospitals, 
investments, funds, real estate. Seeking part 
time or per diem work. Box 1082, New York 
CPA. 








Attention Nassau Accountants 
\ specialized service for you centrally located 
in Hempstead. REPORTS expertly typed on 
1.B.M. typewriter, TAX RETURNS REPRO- 
DUCED on Bruning Copyflex. Statistical Typ- 
ing Service, 19B W. Columbia St., Hempstead. 
IVanhoe 3-8081. 


Suffolk County Accountants 

Senior accountant seeks per diem employ- 
ment with C.P.A. on Suffolk County audits. 
Will work independently and follow audit 
programs without supervision. Box 1084, 
New York C.P.A. 
Tax Expert—Woman attorney many years 
with CPAs wants position medium sized 
CPA or law office. Research—returns. Can 
in addition act as office manager. $6500. Box 
1089, New York C.P.A. 


CP.A., 35, Society member, 15 years diversi- 
hed public and private experience in all 
areas of accounting, seeking position with 
possibility of ultimate partnership arrange- 
ment. Box 1090, New York C.P.A. 





(Continued on page 19) 
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Book Reviews F 


Elementary Accounting, Third Edition 


By Arnold W. Johnson. Rinenart & Com- 
pANY, Inc., New York, N. Y., 1956. Pages: 
xv + 784; $6.50. 


This book reflects a refreshing approach to 
the field of accounting. Through a definition- 
centered treatment, the author has developed 
a balanced presentation of both applied and 
theoretical accounting. The work is readable, 
understandable and precise. Six practice sets 
of varying degrees of length and difficulty 
appear in the appendix. 


The textbook is effectively indexed. Liberal 
use is made of quotations from the American 
Institute of Accountants and the American 
Accounting Association. The accounting 
cycle is carefully treated both by illustration 
and practice set. Current terminology re- 
ceives careful consideration as does the mod- 
ern format for the Income Statement. 
(Chapter 28). 


As an instructional tool, the textbook con- 
tains some specific weaknesses. They are of 
a fragmentary nature and do not materially 
detract from its worth. In view of the dynamic 
approach, many instructors will be taxed to 
reserve a discussion of adjusting entries to 
Chapters 12 and 13. The area of manufac- 
turing accounting in an elementary course is 
always a delicate problem. However, inven- 
tory valuation problems in a _ process cost 
system are too complex to present in the pages 
allotted. The corporate area is extremely well 
done. Nevertheless, the instructor will be 
extended to reconcile the reflection of cash 
dividends on the Income Statement (p. 599), 
with its direct charge to Retained Income 
(p. 395), although the former is equally ac- 
ceptable since dividends are deducted follow- 
ing the net income caption. 


Through cross-reference, the author handled 
admirably the difficult problem of explaining 
the times for recognition of income and ex- 
pense under varying business conditions and 
accounting systems. In view of a student’s 
tendency to overgeneralize, however, a state- 
ment such as the following can return to 
haunt the instructor: 


“Bills for nonmerchandise items, i.e., 
those for services, supplies, equipment, and 
so on, will be recorded directly in the cash 
payments book when these bills are paid.” 
(p. 107). 
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ne voucher system and purchases involy. 
TI h yst d purch nvol 
ing notes and installment arrangements are 
a few of many exceptions to this “rule”. : 


Of particular note, is the work done on! 
ratios (Chapter 29). Meaningless ones have 
been carefully culled. Each is analyzed con. 
cisely. A discussion of the ratio of net income | 
after provision for income tax to total assets} 
might well be added. This ratio is readily | 
available for time, inter-company, and branch ) 
analysis; it can be a reliable measure of the | 
over-all effectiveness of controllership policy, | 





An elementary textbook can be measured | 
only in the light of the ultimate effect upon \ 
the learning situation. Fragmentary observa- 
tions can easily lead to distorted prejudgments 
and bias. Because of its breadth and depth, 
this textbvok will undoubtedly challenge both 
the student and instructor. An outstanding 
feature is the emphasis accorded the transac: 
tion. Transaction is defined. Supporting 
documents are given prominent attention. In | 
the discussions, the student lives with the 
term. For example, in regard to treasury | 
stock, (p. 404), one reads: 


“Acquisition of treasury stock is an inde — 
pendent transaction. Sale and reissue of 
treasury stock is another independent trans- 
action.” 


Many accounting students have failed be- 
cause their textbook led them into procedural | 
intricacies before they learned to focus upon } 
the business transaction. This textbook seems | 
to be particularly well-balanced in that | 
respect. ; 

Cuartes C, HILLecas } 
Niagara University 


Retail Merchandise Accounting, Second | 
Edition { 
By Hermon F. Bell. THe Ronatp Press | 
Company, New York, N. Y., 1956. Pages: 
ix + 473; $12.00. 


This book is designed to meet the require: 
rents of practitioners as well as retailers and | 
students of retail accounting. The material | 
contained in the first edition, published in 
1936, has been rewritten and expanded inj 
this edition to include new material plus | 
numerous forms and _ illustrations, 


It is a comprehensive text that covers 
merchandise accounting problems regularly > 
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encountered in various types of retail opera- 
tions including multiple or branch stores and 
specialty shops. Control of merchandise 
through the use of budgets, unit stock con- 
trol and the retail method of accounting and 
related procedures are given considerable 
emphasis. This edition includes a thorough 
review of the Lifo method of merchandise 
inventory determination. Starting with a 
summary of events leading up to the Hutzler 
Brothers case in 1947 and the Basse and 
Sweeney cases in 1948, Mr. Bell covers points 
to be considered before electing Lifo, me- 
chanics of election and application of BLS 
and company-prepared index numbers. In 
closing, he summarizes the more important 
unsettled questions, some of which are 
being litigated, involving election of Lifo 
prior to the Hutzler case, or retroactive elec- 
tion after the Commissioner’s acquiescence 
in that decision and the timeliness of election 
as regards involuntary liquidation. Other 
unsettled questions examined which require 
further guidance from the Treasury, are the 
use of retail price indices with the retail 
method, where fiscal year ends other than 
December 31, January 31, June 30 and July 
31, issuance of interim financial statements, 
selection of index numbers and valuation of 
inventories at the lower of cost or market 
when Lifo is used to determine cost. 

Mr. Bell, partner in the firm of Lybrand, 
Ross Bros. and Montgomery for many years, 
is well-known for his work in the field of 
retail accounting as author, lecturer and 
practitioner. 

Artuur Puitirs 
New York, N. Y. 





(Continued from page 17) 
SITUATIONS WANTED (Cont'd) 


Commercial Finance 
C.P.A., age 29, seeks management oppor- 
tunity with financing company. Public ex- 
perience 6 years; medium-sized factor 1 year. 
Box 1091, New York C.P.A. 


TAX ACCOUNTANT—C.P.A. 15 years ex- 
perience, public firm, thorough Tax De- 
partment background, seeks connection 
which will utilize valuable experience in tax 
field. Box 1092, New York C.P.A. 


C.P.A., Society member, in practice over 
20 years; expert taxes, reviewing, audits. 
Available per diem basis. Box 1093, New 
York C.P.A. 


BUSINESS LOANS 


Accounts RECEIVABLE - - 
MACHINERY MorTGAGES 
NON-NOTIFICATION 
CONFIDENTIAL 


Consultation Without Obligation 
Since 1940 


MIDTOWN FACTORS CORP. 


1441 BROADWAY N.Y. G 
CHickering 4-3073 
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tax form reproduction 


e Government approved methods 


e Free pick-up and delivery in Manhattan 


24 hr. delivery guaranteed 





Call or write for price list 


BEE photocopy, inc. P L-1-4362 
415 Madison Ave., N. Y. C. 
65 East Fifty-Fifth, N. Y. C. 
185 Madison Ave., N. Y.C. 


£957 When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. 19 





MR. ACCOUNTANT ... 


Do Your Clients Have Locked-Up Assets? 





Under the Meadow Brook plan ad- 
vances can be made up to 80% of 
the collectible value of a firm's 
Accounts Receivable, and to a com- 
parable percentage of the cost of 
Inventory. Our trained personnel can 
help you establish the most ad- 
vantageous plan for using this service 
to benefit your clients. 


The cash value of a firm’s Accounts 
Receivable or Inventories may repre- 
sent a considerable sum of money that 
could be put to work to benefit the 
firm. 





FOR FURTHER INFORMATION CALL MR. HENRY DENGEL . 
IVanhoe 1-9000 — West Hempstead, N. Y. 





the 





meationct hank 





WEST HEMPSTEAD OFFICE 


MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 


20 When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. 
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The President's Page 


The New Year 


1957 will mark the sixtieth anniversary of the founding 
of the State Society. What a full sixty years it has been. 
The profession has grown from 250 members in the country 
to 55,000. The country has had a phenomenal and dynamic 
growth. The world has changed more than in centuries. 


What can we look forward to in the year that lies ahead of 
us? In world political affairs it would be a rash person who 
would make any specific prophesy. However, it seems quite 
certain that the world will continue in a troublous state with 
continued alarms and continued tensions for the problems 
are too great for solution in a short period of a year. 


World trade should continue to be good with exports 
and imports at an even higher level than the year 1956. 
United States industry will continue its growth and expansion 
abroad with particular emphasis on Canada and secondly, 
on South America. 


Business in the United States should be on the whole 
better than 1956 with increased gross national product and 
increased disposable personal income. Our brilliant speaker 
at the December 5, 1956 meeting, Dr. Marcus Nadler, warned 
of a probable reaction at some time during 1957, but felt the 
reaction would be temporary and not of great severity. 


The United States Department of Agriculture has pre- 
dicted an increase in farm income for 1957 over 1956 of 
about the same extent as the four per cent increase of 1956 
over 1955. 


All of this means more work for certified public 
accountants for it is a trite, but true observation that the 
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growth of accountancy is closely tied to industrial activity 








and economic development. Dr. Nadler warned that with é | 
increased production perhaps beyond effective demand, the 
year 1957 would be one of intense competition and therefore, 
one in which the advice of accountants on accounting matters, i: 
including costs, taxes and management problems, would be 
especially valuable to business men. He urged wisely that 
the accountants give close attention to their clients and to 
their clients’ affairs and make themselves ever ready with 4 
sound counsel. i 
In our profession we shall have corresponding growth. ; ) 
With the increase in size and importance of the profession, a |! 
our Society should add to its membership and its prestige. 
The latter will come naturally if the professional work of ! 
the Society members is good and the work of the Society’s 
committees is active and constructive. : 
This year we shall have one especially important matter ' 
—that of accountancy legislation. The membership voted ; 
3,728 to 471 in favor of regulatory legislation and we are Pb . 
therefore proceeding with the necessary steps to try to make : 
your vote effective. When a bill is prepared and introduced, a 
it is vital that our members inform their representatives in 7 
Albany of what it is the Society desires in legislation, and ay 
why. Unless our 8,500 members take active steps to promote B so 
the legislation, we cannot expect it to succeed. This is the area BE Soc 
in which we need the wholehearted assistance of our member- | wh 
ship. [ ac 
All in all, it should be a good year for us as members if | ii 
we are willing to work hard to take advantage of our oppor- i of 
tunities in the expanding professional work—and a good year hee 
for the Society if the members, the committees, the officers ri 
and the staff earnestly try to put into practice the ideas and ~ 
ideals which we all visualize for its growth in size and im- pv 
portance in the profession of accountancy. Seok 
ager 
ARTHUR B. Foye, ~ and 
President Mr. 
Insti 
Rela 
Ame 
| tives 
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A Public Relations Program for CPAs 


By H. P. C. Howe 





Public relations is more than a mere 
business technique. It is actually a way 
of life—a philosophy. To create sound 
public relations, one must live it—it is 
not enough to give only lip service. As 
a person has an individual personality, 
so does an organization like our State 
Society have a recognizable personality 
which reflects the highest objectives and 








H. P. C. Howe, the Executive Secretary 
of our Society, holds degrees in indus- 
trial engineering and in management 
and has had extensive business, pro- 
fessional and governmental experience 
in management, public relations and in- 
dustrial engineering. His background 
includes professional services as a man- 
agement and public relations consultant 
and national trade association director. 
Mr. Howe is a member of the American 
Institute of Management, the Public 
Relations Society of America and the 
American Society of Association Execu- 


> tives. 
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The Executive Secretary of our Society presents a comprehensive program 
for the enhancement of public recognition and understanding of our 
profession. The article sets forth both broad principles of public relations 
and the short-range specifics which have considerable significance for 
the profession and for the individual certified public accountant. 


standards of the certified public ac- 
countancy profession. 


What Is Public Relations? 


Definitions of public relations present 
a problem because there are so many 
today. It is defined in different ways 
by different people, and these defini- 
tions vary widely. Perhaps the problem 
of defining public relations can be lim- 
ited by stating some things it is not. 
Public relations is not propaganda; it 
is not press agentry; it is not merely 
publicity; it is not lobbying; it is not 
a pile of press clippings; it is not adver- 
tising; it is not direct selling. True, 
some of these ingredients, in proper pro- 
portions, go into the final result—but 
that end product is quite different be- 
cause it involves top-level business judg- 
ment, policy decisions, an understand- 
ing of people and a deep respect for the 
public interest. 


Well, then, what is public relations? 
Like the theory of relativity, it seeks to 
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coordinate. To coordinate and favor- 
ably direct all impacts or impressions 
made by the Society on all its publics— 
not only on its members or their clients 
but on legislators, government officials. 
lawyers, bankers, credit grantors, em- 
ployees, and the general public. It has 
been truly said that every organization 
has public relations whether it wants to 
or not. A long time ago Abraham 
Lincoln said that with public opinion, 
nothing can fail: against public opinion, 
nothing can succeed. 

One definition of public relations says 
that it is 90% doing a good job and 
10% talking about it. The moral here 
is that public relations cannot turn a 
poor product into a good one. In other 
words, you cannot make a silk purse 
out of a sow’s ear by using the magic 
words public relations. Irving Olds. 
former Chairman of the U. S. Steel Cor- 
poration, liked to say, “Public relations 
is the creation and carrying out of 
broad policies that will be reflected in 
favorable public opinion”. Another defi- 
nition is that public relations is the art 
of first deserving and then achieving a 
favorable public opinion. Unfortu- 
nately, the value of good public opinion 
is most evident when it is missing. 


Characteristics of Public Relations 

Some of the better-known character- 

istics of public relations are: 

(1) It is with us 24 hours a day 
whether we wish it or not. 

(2) It depends on action. 

(3) It cannot be turned on and off 
like a water faucet—it must be 
continuous. 

(4) It is not magic—it is hard work. 

(5) It is a tool of management, not 
the beginning and end of manage- 
ment. 

(6) Like charity, it should begin in 


the home—that is, within our own! 
organization, among our own) 
members. 

It postulates that people tend to 
regard favorably those things they | ‘ 
know about—so communicate— j j 


tell them about our profession. 


weed 





fe. 


(8) It is a two-way street—between F 
the profession and its publics, and 





return (including members). a 

(9) It believes that what you do is ( 
more important than what YouR cer 

say. h the 

(10) Public relations is everybody's) life 
business. Fi hel 
Often, the words public relations are f te 

a little confusing. Actually, the term | | 
today has gotten to mean the handling = 
of all kinds of relations. Perhaps af lh 
wider generic term is developing for | - 


future use—namely, human relations. } 

The scope of public relations and its} ¢,. 
problems with which our Society and its | 
members should be concerned include: } 
our relations with bankers and credit” 
grantors; with lawyers, educators, and 
legislators; with other states, the State) 
Education Department, with public ac. 
countants; and last, but not least, wel 
must be concerned with our relations| 
with communication media and eh 
problems of our clients. -_ 

k 


Goals for New York State : 

In crystallizing all of these ideas andy fF 
bringing them down to earth, in harness" 943 
ing the tremendous power of public rep ther 
lations to help our Society, the nests app 
practical question is, “What can we do! ade. 
in our State?” Diner 

In terms of public relations policies! aho, 
the following imperatives delineate the) abo, 
broad problems we must face and over) amo 
come as we grow in professional ma) oy | 
turity and gain the public recognitionf) pyb] 
so well deserved: ) it er 
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First, we must use our public rela- 
tions awareness to evaluate public atti- 
tudes toward our profession. 

Second, we must press forward with 
a public relations program to gain pub- 
lic understanding, acceptance, and re- 
spect. 

Third, we must identify the policies 
of our Society with the public interest 
and the public welfare. 

Our members make their living as 
certified public accountants and that is 
their profession, their career, and their 
life. However, each of us, if we are to 
help, must remember from this day on— 
if we have not before—that we are pub- 
lic relations representatives of our great 
and growing profession. We must try 
to recruit other public relations advo- 
cates in our chapters, in our committees, 
in our meetings, everywhere we go. 


Growth of the Profession 


The problems of the accounting pro- 
fession are mainly “growth” problems. 
The demand of our American economic 
system for the type of services which 
certified public accountants are quali- 
fied to give, has grown rapidly, as have 
the number of certified public account- 
ants. Even more important, the level of 
required accounting services has steadily 
risen so that qualitative problems of pro- 
fessional and technical growth have be- 
come of major concern. 

For example, in 1900 there were only 
243 CPAs in the United States. In 1940 
there were 20,000. Today there are 
approximately 58,000. In the last dec- 
ade. 1940-1950, the number of doctors 
increased 26%; the number of dentists 
about the same; the number of lawyers 
about 11%; while the increase in CPAs 
amounted to almost 90%. The more 
our country expands, the more certified 
public accountants are required to help 
it grow even larger. 


1957 


In earlier years, some people con- 
fused accounting with purely routine 
clerical or bookkeeping functions. As 
our economy has grown, business lead- 
ers recognize that certified public ac- 
countants are needed not only for their 
professional and technical accounting 
and auditing skills but because their 
services are constructive and creative, 
because of the judgment factor which is 
involved in much of their work, and be- 
cause of the substantial guidance which 
they can render in the management of 
business and financial affairs. 

Our need today, in building a spring- 
board for our public relations thinking, 
is to remember these problems: 


1. Our tremendous growth—truly what 
is good for our State has been good 
for the accounting profession, but 
growth also brings problems. 

2. The constant need of upgrading the 

level of our professional activities; 

The need to gain increasing recog- 

nition of the work of certified pub- 

lic accountants as advisors to man- 
agement. 

4. The problem of informing the pub- 
lic that our professional standards 
easily match those of the proudest 
of our sister professions. 


The Importance of Vision 


These problems we must always re- 
member. We can solve them with vi- 
sion—and the sure knowledge that our 
profession can meet the acid test of 
growth without lowering its qualitative 
standards or slowing its steady climb 
to the councils of management. 

Speaking of vision, the writer is re- 
minded of the old story concerning the 
king who was inspecting his property. 
Approaching three men in a field where 
a castle was being built, he talked to 
them about the trench they were digging. 
One laborer simply said he was digging 
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a trench. The second said he was help- 
ing to bring water from the river to the 
castle. The third told his king he was 
helping to build a castle whose spires 
would reach to Heaven. In our daily 
tasks our imaginations must never lose 
the vision of the great future which lies 
ahead for certified public accountants. 


Some Practical Guides 


Members of our Society can help in 
many ways. First, by improving our 
public relations knowledge and apti- 
tudes (our public relations know-how). 
For example, learn how to prepare a 
news release in professional style—it is 
a simple matter compared to a financial 
statement. Get to know your local edi- 
tors and program directors of radio and 
TV stations. Analyze our public rela- 
tions problems. Each year try to re- 
duce them to one or two which you will 
concentrate on and which you will con- 
tinually talk about to your friends and 
to your fellow members. 

Some of your targets might be selected 
from the following: 


1. Always use and stress the word 
certified as contrasted with other 
accountants. The public needs to 
be told of the distinction. The word 
certified is our flag of distinction 
and competence. 


2. Emphasize our strict code of ethics 
and professional conduct. 


3. Conduct yourself so that you will 
be a professional asset to the So- 
ciety. 

4. Accept opportunities to speak or 
write for public consumption. 


Protect the integrity of your certifi- 
cate by technical competence, pro- 
fessional standards, and by making 
sure that people understand what 
they represent. 


5. 





6. Support the certified public ac- J 


countant’s position in the tax ac- | 
counting field by explaining your 
status to lawyers. 


7. Help expand opportunities for indi- 
vidual practitioners and the smaller 
firms. 


8. Help in educating and developing 
accounting manpower through your 
local high schools and colleges. 


9. Try to train individual fellow mem. 
bers to act as public relations rep- 
resentatives. 

Get to know your legislators and | 


public officials, and try to keep | 
them informed. } 


10. 


1l. Keep our Society office informed | 
of grassroots opinion. 


Keep yourself informed of Society 
policies for transmission to our pub- } 
lics. 


Publicize your fellow members’ 
community and civic activities. 


14. Participate steadily in community 


affairs. ' 


Develop a speaking acquaintance | 
with the tools of the public rela- | 
tions profession. : 


A Comparison With Accounting Tools 


In speaking about tools which our | 
members can use in their public rela- | 
tions work for the Society, perhaps this * 
simple comparison with those account- 
ing tools they already know may be 
helpful. ; 

Let us try to talk about public rela- | 
tions in accounting terms. For example, | 
let us relate the CPA’s opinion, which ! 
is a tool of accounting communication, | 
with news releases, which are tools of 
public relations communication. Let us © 
relate the long-form report with bro- | 
chures and leaflets. Let us mentally tie 
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in federal income tax accounting with 
radio and TV projects. Let us relate 
income tax returns to institutes on taxa- 
tion. Accounting research bulletins 
and statements on auditing procedure 
might be compared to conferences, com- 
mittees, and technical meetings. Con- 
ferences with clients might be related to 
talks and speeches. Staff training pro- 
grams are easily related to the public 
relations tools of scholarship awards 
and career films. 

By this means we are simply trying 
to point out that the accounting profes- 
sion has its tools and so does the public 
relations profession. If we can make 
this clear and show their relationship, 
perhaps some of the things which are 
called public relations techniques will 
become more understandable. Both sets 
of tools are used to classify and co- 
ordinate information about the activi- 
ties of an organization. Essentially that 
is what a news release, a membership 
leaflet, or an annual report is meant to 
do. One uses the disciplines of a com- 
plex body of professional knowledge; 
the other, the art of semantics. But the 
uses of both have a certain similarity. 
When the certified public accountant 
gets to feel at home with public rela- 
tions tools, then the profession will take 
giant strides toward the public recogni- 
tion so long overdue. 


Application to Specific Problems 


In speaking about certified public ac- 
countants and the practice of public 
relations, perhaps we are not as far 
apart as it would seem at first blush. 
Today we all recognize that a growing 
feature of a certified public accountant’s 
services to his clients lies in the expand- 
ing array of management advisory serv- 
ices. Is it not possible that a CPA can 
make himself more valuable as an ad- 
visor to management if he has a knowl- 
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edge of what public relations is and what 
it can do? This does not mean that the 
CPA should cross over professional 
lines, but can he not have a “nodding” 
acquaintance with the subject? Cer- 
tainly he should be familiar enough with 
the public relations field to advise his 
clients where to go for specialized ad- 
vice when he thinks they have a special 
public relations problem. By educating 
themselves in the elements of public 
relations work, they can increase their 
value to their clients. 

These public relations techniques can 
be combined and marshalled to attack 
one or two of the Society’s current 
major problems. For example, this 
may be an active legislative year for the 
Society because of interest in regulatory 
legislation. Here is a specific problem 
which may be handled along the lines 
suggested, aided by news releases and 
legislative contacts. 

Another problem of the times is to 
assist in guiding public reaction to the 
report of the Commission on Standards 
of Education and Experience for Certi- 
fied Public Accountants. Strive to de- 
feat any impression that the accounting 
profession seeks to become a monopoly 
or an exclusive club. Stress that it 
speaks of higher standards only because 
it wants to serve more competently the 
public interest. | 

If these techniques are used deftly 
and fluently, one indirect benefit may be 
the addition of hundreds of new mem- 
bers to our Society roster. The more 
members we have, the greater our pub- 
lic representation in the State. Mem- 
bership, too, is an important public 
relations project. Last year we added 
1,000 members. Public relations efforts 
will help us do even better this year. 


Conclusion 


After an initial unfavorable evalua- 
tion by certain writers of the Trust Era 
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in the early 1900’s, American industry 
developed an “inferiority complex”. 
For a while they gave up trying to “win 
friends and influence people”. Then, 
they came to realize their survival de- 
pended on public goodwill. One public 
relations firm has advised a sister State 
Society that its members seem to have 
an inferiority complex. This can be 
overcome—it must be overcome—for 
the same reason it was of vital im- 
portance for American business to learn 
to overcome its weaknesses in public 
relations. The accounting profession 
has to learn the lesson that business 
enterprise has learned. Our American 
corporations now generally accept the 
principle that their operations must 
have public recognition and acceptance 
if they are to survive and thrive. 

Our profession of certified public ac- 
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countancy must learn that same hard. 

won lesson. More important, our indi. [ 
vidual members must take this lesson} 
close to their hearts and minds. Public 

recognition and public acceptance of) 
our profession significantly affects the} 
future of every individual certified pub. | 
lic accountant. Lack of recognition will | 
limit him to a narrow, shallow career, 
Recognition and acceptance, and identi- § 
fication with American private enter- 
prise, will give him a successful, re. 7 
spected career and the full life he so) 
richly deserves. 





The accounting profession has won! 
its technical spurs—-let us use public 
relations to tell our fellow Americans 
of our technical assurance and profes. 
sicnal maturity. These are the hall. 
marks of success. 
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The Larger View mi! 
sig] 
The question has sometimes been asked as to the value to the individual prac- ' tie 
titioner of broader activities of a Society of professional accountants ... Let us { cas 
consider the work of a society of professional accountants from the larger view . . . i 
The aims of such an organization . . . would appear to include the following: j to 
: ee : 5 dec 
Supporting the soundest principles of accountancy and advocating their , : 
strict observance and application in practice; { cite 
pri 
Raising the standing of the certified public accountant in the public eye, } | 
having in mind the furtherance of the aims and standards of the whole In | 
profession of accountancy; b vie 
Acting in the best interests of the public, the profession of accountancy, the rma} 
Society, its members and other societies; 7 pos 
Submerging personalities in events and activities; fm eve! 
: , : : ; | ae 
Safeguarding to the fullest extent practically possible the interests of 
investors, credit grantors, corporate executives and directors; the: 
Promoting a better public understanding of the service by the certified 
public accountant. 
, Her 
One thing is certain. It behooves a professional organization to keep hammering ' of 
away at every obstacle to professional success and to keep eternally on the lookout 
for every opportunity to improve the status of the profession and thus of the indi- B Ins 
vidual practitioners who constitute both its body and its beneficiaries. e on 
Tax 
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Significant Federal Tax Decisions of 1956 


By Henry T. Kirkesye, C.P.A. 


This article summarizes 1956 decisions in selected cases which have appli- 


cability to the 1954 Code. 


The enactment of the 1954 Internal 
Revenue Code into law, makes the se- 
lection of the case matter of this article 
difficult. The 1939 Code is still the 
basis of the majority of current deci- 
sions, and its importance cannot be 
minimized. The writer, in selecting 
significant tax decisions in 1956, has 
tried to confine such selection to those 
cases where transition from the 1939 
to the 1954 Code will not render the 
decision Some of the cases 
cited will be a further interpretation of 
principles enunciated in cases covered 
in prior issues of this publication. Re- 
view in a higher court during 1956 
may have substantiated or reversed the 
position taken by the lower court; in 
every instance where this has occurred 
it will be so indicated. In addition 
thereto, because of the publication dead- 


obsolete. 





Henry T. KirKEBYE, C.P.A., a member 
of our Society and of the American 
Institute of Accountants, is now serving 
on the Society’s Committee on Federal 
Taxation. He is a partner in a national 
firm of Certified Public Accountants. 
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line, the decisions of the last two months 
of 1956 cannot be reviewed here. It 
is felt, however, that during this period 
there were many cases of sufficient 
importance to give impetus to future 
tax planning. 


Corporate Liquidations 


Decisions in 1956 have done nothing 
to clarify the situation where a corpo- 
ration has taken steps to circumyent 
the particular provisions of the Code 
governing the taxability of liquidations. 
Aveo Manufacturing Corporation (25 
T.C. 975; 1956) would seem to be 
authority for the premise that a corpo- 
ration, by its acts, may or may not 
bring itself within the purview of a 
particular section of the Code govern- 
ing the non-recognition of gain or loss 
on liquidation of a subsidiary. In this 
particular case the taxpayer owned 
90.880 of the issued and outstanding 
stock of its subsidiary. The subsidi- 
ary’s shareholders adopted a plan of 
reorganization, providing for the trans- 
fer of a certain portion of the taxpayer’s 
common stock in exchange for the net 
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assets of the subsidiary, and the sub- 
sequent liquidation of the latter. After 
adoption of this plan, but prior to dis- 
tribution of the assets, taxpayer sold 
200 shares of the subsidiary’s stock. 
This was done to circumvent the appli- 
cability of Section 112(b)(6)(A) of 
the 1939 Internal Revenue Code, in that 
loss on liquidation would be recognized 
where the parent owned a greater pro- 
portion of the stock of its subsidiary 
at the date of adoption of the plan of 
liquidation than it did at the time of 
distribution of assets. The loss claimed 
by the taxpayer was disallowed by 
the Commissioner on the grounds that 
the sale of the 200 shares of stock served 
no useful business purpose, but was 
effected solely to obtain tax recognition 
of the loss on liquidation of the sub- 
sidiary. The Tax Court, after examina- 
tion of the circumstances surrounding 
the sale of the 200 shares of stock, 
and verification that such sale was a 
bona fide transaction, allowed the loss. 
In its opinion, the Court stipulated that 
the tax advantage to be obtained from 
the parent’s acts did not alter the fact 
situation. It would seem, therefore, 
that where a loss on liquidation of a 
subsidiary is anticipated, steps may be 
taken to assure the parent-taxpayer 
recognition of such loss. 


In direct contravention of the prin- 
ciple enunciated above, a case emanat- 
ing from the District Court of Massa- 
chusetts leaves the entire question still 
a matter of conjecture. While Section 
332 of the 1954 Code eliminated that 
portion of Section 112 of the 1939 Code 
at issue in the Avco case, the 80% 
clause was left undisturbed. The Com- 
mittee Report on Section 332 spelled out 
the intent to remove the “election” pro- 
visions of Section 112(b)(6)(A)_ of 
the 1939 Code. It is presumed, there- 
fore, that the 80% clause had the Com- 
mittee’s approval. Under those circum- 
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stances it is difficult to understand the 7 
holding in the Granite Trust Co., (D.C. | 
Mass.; 12/30/55) case. Here a sufli- 
cient number of shares of the sub- 
sidiary’s stock were sold to remove the 
parent from the 80% ownership clause, © 
and loss on liquidation of the sub- © 
sidiary was claimed. The District Court [ 

disallowed the loss, deeming the sale | Cay 
of the stock to be a mere formality, ( 
without substance, and motivated solely 





by the possibilities of claiming a tax me 
loss. In view of the holding in Day} 4 
and Zimmerman (151 F(2d) 517), in- | 


volving a similar fact situation (see } 
The NYCPA, February 1955, p. 113), 
the logic of the Avco case, supra, is f 
better applied. If the sale of shares is}, °.. 
a bona fide transaction, it would seem | a 
that the motive to obtain tax benefits is). 
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point equally important under the 1954 } the 


Code. In J. Ungar (26 T.C. No. 40), twel 
taxpayer was a sales agent for foreign — trib 
exporters, employing the accrual method | red 
of accounting. At the time of liquida- | shat 


tion, the corporation had in its ‘posses: | on 
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assets are distributed within a rela- 
tively short period, care must be taken, 
in the case of taxpayers employing 
the accrual method, to determine what 
constitutes corporate assets, and all true 
income should be reported in the final 
return filed by the corporation. 


Capital Gains and Losses—Basis 


On April 24 of this year, American 
Water Works Co. Inc. (25 T.C. 903; 
1956) was appealed, but to date no 
decision has been rendered. This case 
involves the determination of adjusted 
basis of stock in arriving at gain on 
the sale. Four thousand shares of stock 
of a wholly-owned subsidiary were ac- 
quired in a tax-free transfer in 1926. 
Twelve hundred shares of stock (new 
issue) of the same company were pur- 
chased in 1941. In the intervening 
years, the subsidiary’s net operating 
losses had been availed of, through the 
filing of consolidated returns. During 
the period prior to the sale of the 
twelve-hundred share lot, capital dis- 
tributions received by the parent had 
reduced the basis of the four thousand 
shares to zero. In determining gain 
on sale, the Tax Court upheld the 
Commissioner, and directed that the 
cost basis of the twelve hundred shares 
sold must be reduced by the amount 
of the subsidiary’s losses claimed on 
consolidated returns filed prior to ac- 
quisition of these shares. This decision 
is an unwarranted extension of Regula- 
tions 104, Section 23.34, seeking to 
prevent a so-called double deduction by 
a member of a consolidated group. The 
Tax Court’s holding violates the funda- 
mental concept of separability of trans- 
actions, and is an arbitrary application 
of the Consolidated Regulations. In any 
instance where additional stock of a 
company is acquired after the filing of 
consolidated returns, events transpiring 
prior to such acquisition should not 
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serve to reduce cost. To hold otherwise 
would mean the acceptance of the theory 
of averaging costs in the case of sepa- 
rate purchases—a theory which can 
only be applied in those rare instances 
where identification is otherwise im- 
possible. A reversal of the Tax Court’s 
opinion on appeal is to be hoped for, 
as presently, any investment in a com- 
pany would necessitate research into 
historical data to verify the absence 
or presence of transactions influencing 
cost. 


One instance where historical data 
must be examined in arriving at basis 
for purposes of sale is property acquired 
by gift. The Court of Appeals in 
James E. Caldwell & Company (234 
F(2d) 660; 6th Cir. 1956) has now 
placed the burden of proof as to basis, 
in such cases, squarely upon the 
Commissioner. The Commissioner, in 
the absence of specific information as 
to acquisition and cost of stock to the 
last owner who did not acquire by gift, 
allocated on a zero basis, and taxed the 
entire proceeds of the sale. The case 
was remanded to the Tax Court to 
give both the taxpayer and the Com- 
missioner a further opportunity to de- 
termine a correct basis if possible; if 
not possible, the gain or loss on sale 
of the stock was not to be reported. 
This emphasizes the necessity of keep- 
ing accurate records of all property 
acquired by gift. While it is a relief 
to know the Commissioner may not tax 
the entire proceeds of a sale, in the 
particular fact situation, the case also 
serves to call attention to the disallow- 
ance of any possible loss if there is 
insufficient data to establish a proper 
basis. 





Gifts and Contributions 


A Tax Court case discussed under 
this heading in the February 1955 
issue of The NYCPA, again comes up 
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for consideration, by virtue of review 
by the Circuit Court Stephen F. Her- 
inger, et al (21 T.C. 607; 9th Cir. 
1956). Taxpayers had transferred land 
to a corporation owned 40% by them- 
selves and 60% by their children. The 
Circuit Court left undisturbed the Tax 
Court’s holding that this was a gift, 
but only to the extent of 60% of the 
value of the property given. To the 
extent of 40% of the property trans- 
ferred, it was stipulated that practical 
realities must control; and, although 
taxpayers had parted with all of the 
land, to the extent of their interest in 
the corporation, the value of their stock 
had appreciated proportionately. Con- 
cerning the remaining 60%, the Court 
held it was not necessary to consider 
the number of annual exclusions avail- 
able to the donors, as this was a gift 
of a future interest. This holding 
was based on the theory that, since the 
land was now in the corporate name, 
the children could only possess and 
enjoy it by means of a declaration and 
distribution. Such declaration could not 
come to pass unless all the stockholders 
acted jointly; therefore no one stock- 
holder could have present possession 
and enjoyment. This decision seems 
questionable for a number of reasons. 
In the first place, this case would be 
authority for holding that all gifts of 
stock are gifts of future interests, not 
to be reduced to present possession 
and enjoyment until the declaration of 
dividends. In the second place, in 
recognizing that 40% of the property 
transferred did not constitute a gift by 
reason of appreciation in the value of 
stock held, it would seem that to be 
the Court have 
recognize the immediate appreciation in 
the value of stock owned by the chil- 
dren, thereby eliminating the element 


consistent, would to 


of future interest claimed. 
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Payments io Widows of Former Officers 


The old question of payments to 
widows of former officers is still being 
made the subject matter of court deci- 
sions. The 1956 decisions seem to fol- 
low the pattern established in the Ruth 
Hahn case, discussed in the February 
1955 issue. Subject to the $5,000 ex- 
clusion permitted under Section 101(b) 
of the 1954 Code, the Treasury Depart- 
ment is still trying to claim that amounts 
paid by a corporation to the widow of 
a former officer, even though voluntary, 
are taxable as income to the recipient. 
The District Court in Flora B. Slater, 
Extrx. v. Riddell (S.D. Calif. 1956) 
says that where it is intended to make 
a gift, and the payment is entirely 
voluntary, the gift motive will be recog. 
nized and will not constitute taxable 
income. To the same end, in Elizabeth 
Rebinson Mathews (T.C. Memo 1956- 
46) the Tax Court said that the officer’s 
annual bonus, paid to his widow in the 
year following his death, was not tax- 
able to her. The corporation was under 
no compulsion to make the payment, 
the widow rendered no services, and 
the payment constituted a gift. These 
decisions are contrary to 1.7. 4027, and 
the very regular manner in which they 
come to the courts would indicate a 
real effort on the part of the Commis- 
sioner to have this position reversed. 
Under the circumstances, the wisest 
course to pursue would be to take the 
payments as a deduction by the com- 
pany, and exclude from the recipient’s 
return. The reason for this recom- 
mendation is that in none of these 
cases has the allowance of the payment 
to the corporation been clarified by the 
courts. 


Income 

In May of this year, a tax device 
frequently availed of by large corpo- 
rations received a crushing blow in a 
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decision handed down by the Supreme 
Court. For quite some time the so- 
called proprietary stock options had 
been given key men and executives to 
assure companies of the continued 
efoets of these men in their positions. 
In the Philip J. Lo Bue case, discussed 
in the january 1956 issue of this publi- 
cation, the Tax Court and the Court 
of Appeals gave their blessing to the 
issuance of proprietary stock options 
to key employees, holding no income 
would be realized, through either the 
issuance or exercise of the options. 
The Supreme Court, in Philip J. Lo Bue 
(351 U.S. 243; 1956), has removed 
the proprietary stock option from the 
realm of non-taxable income. Hitherto, 
the lower courts have refused to recog- 
nize as taxable to the employee, benefits 
arising from the granting of stock op- 
tions involving a bargain purchase, 
where the employer’s sole desire was 
to give the employee an interest in the 
business. The theory behind these prior 
rulings was that the corporation issued 
the stock options not to obtain more 
efficient service, but to ensure con- 
tinuance of proven key men in the firm. 
The Supreme Court says there is no 
statutory basis for differentiation be- 
tween the pure compensation motive 
and the proprietary motive under Sec- 
tion 22(a) of the 1939 Code (Section 
61 of the 1954 Code): The case was 
then remanded to the court below to 
determine whether income was realized 
at the time the employee gave notes in 
payment of the stock on the exercise of 
the rights, or at a later date. when 
such notes were paid. 

In view of the holding in this case 
it would be wise for all corporations 
and key personnel to review the bidding 
on this matter of stock options. From 
the employee point of view, if proprie- 
tary stock options have been exercised 
in years which are still open, the Com- 
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missioner can, and probably will, assess 
deficiencies. From the employer point 
of view, in any future tax planning it 
would be well to consider the possi- 
bilities of restricted stock options under 
Section 421 of the 1954 Code, and 
utilize that section in the establishment 
of proprietary interests. 


A seemingly ingenious method of cir- 
cumventing the holding in the Lo Bue 
case may be found in Neville v. Brod- 
rick (133 Fed. Supp. 716; 10th Cir. 
1956), but the decision is an extremely 
doubtful one. Here the taxpayer was 
employed by one company for a period 
of twenty-five years. The two sole stock- 
holders of the company were elderly and 
approaching retirement. Over a period 
of three years, while the taxpayer was 
an executive of the company, shares of 
the corporation’s stock were transferred 
to him by the two stockholders. The 
District Court held that the transfers 
were made to reward past service, pro- 
vide future incentive and, as such, con- 
stituted taxable income. The Court of 
Appeals reversed on the grounds that 
examination of the facts revealed that a 
gift was the sole motive behind these 
transfers. Under these circumstances 
the Court deemed the economic bene- 
fit derived therefrom to be incidental. 

The Supreme Court in the Lo Bue 
case indicates that transfers of stock 
from an employer to an employee are to 
secure better service, and are plainly 
compensation. It is this decision which 
should be relied upon in any tax 
planning involving stock transfers or 
stock options. 


Deductibility of Expense Reserve 


The courts continue with their cam- 
paign of restoration of Section 462 of 
the 1954 Code, which was repealed 
shortly after enactment of the new 
Code. For a discussion of this topic 


33 











see the January 1956 issue of The 
NYCPA. At that time, review by the 
Fifth Circuit was awaited in the 
Schuessler case and in E. W. Schuessler, 
etc. (230 F(2d) 722; 5th Cir. 1956) 
a decision was handed down in favor 
of the taxpayer. During 1946, tax- 
payer, employing the accrual method of 
accounting, sold 665 furnaces coupled 
with five-year servicing contracts. The 
cost of rendering services over the 
five-year period was computed and set 
up as a reserve, through a charge to 
Profit and Loss. The Fifth Circuit 
allowed the deduction on the ground 
that a definite and reasonably ascer- 
tainable liability was incurred in the 
year of sale. 


Business Bad Debts 


The question of what constitutes a 
business bad debt has always been the 
source of controversy. In 1955, in the 
case of Max Putnam (224 F(2d) 947; 
8th Cir. 1955), taxpayer, a practising 
attorney, loaned money to clients in 
connection with the establishment of a 
publishing business. The Circuit Court 
upheld the Tax Court, and deemed such 
loans to be in the nature of non-business 
bad debts. In 1956 the Supreme Court 
granted certiorari in this case, and in 
the light of similar cases it is hoped a 
favorable ruling will be forthcoming. 


This case would seem to be analogous 
to J. T. Dorminey (26 T.C. No. 118; 
1956). The taxpayer was a wholesale 
produce distributor. To insure a source 
of supply of fruit, he advanced money 
to a corporation which had been or- 
ganized to import the fruit. The Tax 
Court held that when these advances 
became worthless they were deductible 
under Section 23(k)(1) of the 1939 
Code business bad debts. Such 
holding was based on the Court’s belief 
that the losses were incident to the 


as 
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produce business of the taxpayer. If 


the Court recognizes that a loan made © 


to insure the source of supply is inci- 
dental to the business, loans made by 
an attorney to a client may be regarded 


in the same vein. It is hoped that 


t 


y 


boa 


Supreme Court review of the Putnam | 


case, supra, will eliminate the prior 
distinction by the Tax Court. 


Corporation Loss Deductible as Contract 

Loss 

The Tax Court has now shown the 
way to possible conversion of corpo- 
ration losses to individual losses in 
C. A. Ripley (26 T.C. No. 150; 1956). 
This case should be examined for per- 
sonal application, where a_ taxpayer 
finds himself in the position of a stock- 
holder in a_ closely-held corporation. 
Taxpayer and another owned 49% each 
of the stock of a company that had 
been suffering financial reverses. 
company was already indebted to the 
taxpayer to the extent of $75,000, and 
he refused to advance any more funds 
unless the other stockholders made 
equivalent loans. This the other stock- 
holders refused to do. They did, how. 
ever, enter into a contract whereby tax- 
payer would assume full control of 


the operations of the company for the | 


The | 


—_— Ne ae 


~ 


cael 


ensuing fiscal year, receiving all profits } 


and/or absorbing all losses during that 
same period. After execution of this 
contract, taxpayer acquired 49% more 
of the stock. During the year covered 


by the contract the corporation sustained | 


a net loss from operations of $87,348.00. 
Taxpayer reimbursed the corporation 


~~ 


a 


for part of the loss, and the balance was | 
shown on the corporate books as a | 


receivable due from him. The loss was 
deducted as a loss on contract in the 


—_ 


taxpayer’s individual income tax return, | 


and carried back to a previous year. The 


Tax Court allowed the loss under Sec: | 
tion 23(e)(1) of the 1939 Code [165 F 
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(c)(1) of the 1954 Code] as being a 
loss incurred in trade or business. After 
ascertaining the facts, the Court deemed 
this was an arm’s length transaction, 
and taxpayer was in the business of 
carrying out the terms of the contract, 
that is, furnishing the personal services 
required to carry on the business. While 
the income and expense items resulting 
in the operating loss were those of the 
corporation, the computation of this loss 
was the measure of taxpayer’s loss on 
performance of personal services under 
the contract. 

In instances enumerated above, and 
with a similar fact situation, the rea- 
soning of this case should be closely 
studied to see if it is at all possible to 
convert a corporation’s net operating 
loss to an advantageous tax deduction 
to the individual stockholder. 


Cash Basis Taxpayers—Timing of Pay- 

ments 

A relatively minor issue decided by 
the Tax Court should be brought to the 
attention of all individual taxpayers, as 
the principle set forth is entirely dif- 
ferent from the treatment commonly 
accorded the deduction. In an effort 
to obtain the most advantageous tax 
treatment of allowable deductions, in- 
dividual taxpayers on the cash basis 
frequently time payment so that the 
standard deduction may be taken in one 
year, and the bunched payments taken 
in another year. The Tax Court has 
condoned such practice in many in- 
stances, for the prepayment of interest 
(Fackler, 39 BTA 395) and taxes (Glas- 
sel, 12 T.C. 232) but has now reversed 
itself in the case of medical expenses. 
In Bassett, Robert S. et ux (26 T.C. 
No. 77; June 21, 1956) taxpayer pre- 
paid hospital expenses for the coming 
year. The Court, in disallowing the 
deduction, admitted that the statute pro- 
vided for the deduction of medical ex- 
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penses in the year of payment, but in 
this case no legal obligation existed at 
the time of payment, and to permit the 
deduction would distort income and 
violate Congressional intent. 


There is no statutory justification for 
the Tax Court’s decision. Section 23(x) 
of the 1939 Code permits the deduc- 
tion of medical expenses “paid during 
taxable year.” Regulations 118 allows 
the deduction during the taxable year 
paid “regardless of when the incident 
or event which occasioned the expenses 
occurred.” The only remedy in the 
light of this decision, however, would 
seem to be delinquent payments, rather 
than prepayments. Paying a medical 
bill at the end of a two-year period for 
services rendered will eliminate the 
question of the legal obligation to pay. 


Estate Taxes 


Two cases decided at approximately 
the same time are seemingly at variance 
with one another in relation to a basic 
principle of estate taxation, and tend 
to lead to confusion in the field of timing 
for valuation purposes. In the matter 
of Goodman, Eleanor B., Admrx. (Blum 
Est. Jacques) v. Granger (D.C.W.D. 
Pa.; 1956), the decedent during his life 
had an employment contract calling for 
15 annual payments to the deceased or 
his nominee, subject to restrictions as 
to agreements not to compete and to 
expend all his efforts at the place of 
employment. The District Court at- 
tached no value to this contract for 
estate tax purposes, based on the prem- 
ise that such contract must be valued 
at the moment before death. At that 
moment, no one would purchase a con- 
tract where the employee could, by his 
own acts, destroy the contract. A con- 
trary decision was reached in Christier- 
nin et al, Exrs. (Est. of Christiernin) v. 
Manning (138 Fed. Supp. 932; D.C. 
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N. J. 1956). In this case the decedent 
held an annuity with benefits accruing 
to his wife upon his death, and to their 
son on her death. Such contract was 
valued for estate tax purposes at the 
moment of death and not the moment 
prior thereto. 


Contractual arrangements, such as 
those the subject matter of the above 
cases, can offer peculiar valuation prob- 
for estate tax purposes. While 
are certain distinctions in the 
the contracts covered in the 
cases that are no doubt responsible for 
the two different the basic 
principles should remain the same. One 
District Court says you must consider 
the fair market value at the moment of 
death, as the inherent nature of estate 
taxation calls for valuation at death. 
Another District Court says you must 
consider the fair market value at the 
moment prior to death, as estate taxes 
are an incident of death, and such inter- 
est ceased at death. If the moment of 
death valuation is proper, then the Blum 
case is incorrect, as at the moment of 
death decedent could no longer by his 
own acts destroy the contract. 


Since 1948, when the marital 
duction was first allowed for estate tax 
purposes, the courts have strictly in- 
terpreted the terminable interest rule. 
Unless the surviving spouse had enjoy- 
ment of the income from the property, 
coupled with a power of appointment 
over ‘such property, the interest pass- 
ing under the will would not qualify 
for the marital deduction. A more lib- 
eral policy is reflected in a recent Tax 
Court decision, Ellis, Helen R., Exec. 
(Est. of Ellis, Harry A.) (26 T.C. No. 


85: 1956). In this instance the widow 
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was to receive the income during her 
life with power to invade corpus to 
the extent that she. in her own judg- 
ment, required additional funds. In a 
case such as this, state law would never 
condone invasion of corpus merely to 
defeat the interest of the remainderman, 
and the power could be exercised only 
to the extent that the money was actu- 
ally needed. The Tax Court, however. 
deemed such power to be a_ general 
power of appointment over the prop- 
erty, qualifying for the marital deduc- 


tion. This decision is important for 
two reasons. It indicates a_ relaxing 


of the standards formerly employed in 
the determination of whether a bequest 
to a spouse qualifies as a marital de- 
duction. It also puts taxpayers on notice 
to reexamine their wills to determine 
the possibility of additional estate taxes 
being levied on the surviving spouse. 
Where it was originally intended to give 
only one-half of the estate, power to 
invade the entire corpus stated in terms 
similar to those employed in the Ellis 
case may result in all the property 
being included in the estate of the 
survivor. 


Conclusion 

As stated at the beginning of this 
article, the selection of cases has been 
governed by the applicability of both 
the 1939 and 1954 Codes. Other im- 
portant decisions during the year have 
heen ignored where the enactment of 
the 1954 Code accorded statutory recog: 
nition or superseded the holdings in 
the This article has also been 
limited to decisions, Current Revenue 
Rulings cannot be ignored, however. 
and no tax planning should be under- 
taken without their study. 
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Revenue Rulings of 1956 


By SamMueL A. Dyckman, C.P.A. 


| A classified and comprehensive summary of 1956 revenue rulings. 


The Internal Revenue Service has 
released a substantial number of rulings 
in 1956 interpreting the provisions of 
the 1951 Code but has refrained from 
analyzing any of the numerous Code 
sections under which regulations had 
not as yet been adopted. 

In summarizing the rulings for 1950, 
an attempt has made_ to 
those which would be of general inter- 


been select 


est to tax practitioners. The rulings 
have been classified according to sub- 
ject matter to permit further study and 
correlation with court decisions. 





SamueL A. Dyckman, C.P.A. and mem- 
ber of the New York Bar, is a member 
of our Society. He holds the degrees 
of B.B.A, from The City College of 
New York and LL.B. and LL.M. (Taxa- 
tion) from the New York University 
School of Law. He is a member of Beta 
Gamma Sigma. 

Mr. Dyckman is presently practicing 
in the field of taxation. He is an editor 
of The Journal of Taxation and also a 
lecturer on Taxation at the Baruch 
School of Business and Public Admin- 
istration, The City College of New 
York. 
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Retirement Income Credit 


The 1951 Code introduced a limited 
exemption of retirement income in the 
form of a credit against the tax. Retire- 
ment income generally includes pen- 
sions. annuities, interest, rents and divi- 
dends to the extent included in gross 
income. In crop share arrangements, 
the shares received as rent by the land- 
owner, when reduced to money or its 


equivalent, constitute retirement — in- 
come. (56-357). Section 37(d)_ pro- 


vides that for purposes of the credit, 
the amount of retirement income shall 
not exceed $1,200 less any amount re- 
ceived as a pension or annuity other- 
gross income. A 
pension received as a gift comes within 
this definition and must be used to re- 
duce retirement income. (56-12). Death 
compensation paid by the Veterans Ad- 
ministration to a veteran’s widow does 
reduce her retirement income. 
(56-12). Although rent is defined as 
one ferm of eligible retirement income, 
if personal services of the owner in 
connection with repair and upkeep are 
a material factor in the production of 
rental income, the Service holds that 
the rental constitutes a “business” and 
an amount not in excess of 30 percent 
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of the net profit constitutes earned in- 
come which must be subtracted from 
the gross rents to determine retirement 
income. (56-417). But as a way of rec- 
ompense, the Service states that the 
portion considered earned income can 
be used to determine eligibility for the 
credit under the ten-year earned in- 
come requirement. (56-416). 


Exempt Organizations 


Some organizations which are pri- 
marily organized for other purposes 
may carry on educational activities. 
Thus a research organization may train 
scientists and even award advanced de- 
grees. However, such organizations do 
not qualify as educational institutions 
so as to entitle their contributors to the 
additional 10% deduction permitted for 
gifts to churches, educational institu- 
tions, or hospitals. (56-262). An 
alumni association operated under the 
control of and as an integral part of a 
university is exempt as an educational 
organization. (56-486). Once an or- 
ganization secures exemption as a char- 
itable foundation it is not precluded 
from making distributions to individ- 
uals, if made on a truly charitable 
basis. (56-304). Organizations exempt 
from tax must nevertheless file annual 
information returns on Forms 1096 and 
1099, reporting payments of income 
made during the calendar year other 
than payments reported on Form W-2. 


(56-176). 


Travel Expenses 

A fireman’s business home is at his 
principal or regular post of duty and 
includes the entire city or general local- 
ity. Meals consumed at the firehouse, 
even while on duty, are not deductible 
as travel or business expenses. (56-49). 
Automobile expenses in commuting to 
and from work are nondeductible re- 
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& 
gardless of the distance traveled and } 
notwithstanding the fact that the auto- 5 


mobile is also used to transport the 


employee’s work tools. (56-25). A tax: M 


payer who makes a business trip or 
attends a business or professional con- | 
vention, and as an incident to such | 
trip engages in personal vacation, can 
deduct only that part of the cost of the 
trip attributable to business. If his wife 
accompanies him, her travel expenses 
are not deductible unless her presence 
has a bona fide business purpose. If a 
trip is primarily personal, the entire 
expense is nondeductible even though 


business activity. (56-168). 


Medical Expenses 


Amounts paid to purchase bottled 
distilled water for drinking purposes to 
avoid drinking city-supplied fluorinated | 
water, are not deductible as a medical 
expense. (56-19). Neither can a medi- 
cal student deduct the cost of psycho- 
analysis where, as part of his prepara- 
tion for practice as a psychiatrist, he 
must himself undergo analysis. (56- 
263). Nor can one deduct medical ex. | 
penses incurred in the process of adopt: | 
ing a child since the child is not yet a 
dependent. (56-401). Expenses paid for 
trips which are merely for a change in 
the patient’s environment or to improve 
his morale or for a general improve- 
ment in his health are not considered 
for medical care. (56-474). 

The Service holds that in computing 
the deduction, aggregate medical ex- | 
penses must be reduced by aggregate 
indemnification under hospitalization 
insurance. Thus where a taxpayer has 
insurance covering only hospital and | 
doctors’ fees, indemnification in excess | 
of hospital and doctors’ fees must be } 
applied in reduction of any other type J 
of medical expense incurred. (56-18). 
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Business and Investment Expenses 

The Commissioner has permitted the 
deductibility of advertising in political 
publications provided the expenditures 
are reasonable in amount and bear a 
direct relation to the advertiser’s busi- 
ness. (56-343). He has also permitted 
as a deduction payments made in set- 
tlement of a suit alleging OPA viola- 
tions where payments were not certified 
for disallowance by the Economic Sta- 
bilization Agency. (56-180). But where 
a stockholder incurs transportation 
and incidental expenses to attend a 
stockholders’ meeting, the expenditures 
are considered personal, not being suf- 
ficiently related to his investment ac- 
tivities to warrant their deduction. 
(56-511). Claims and reinsurance costs 
voluntarily paid by an insurance bro- 
ker to his clients because of the suspen- 
sion of an insurance company in which 
he wrote insurance policies for his cus- 
tomers, are deductible as ordinary and 
necessary expenses directly related to 
the carrying on of his insurance busi- 
ness. (56-359). Similarly, an irrevoca- 
ble contribution made by an employer 
into a trust fund, pursuant to an agree- 
ment with the union, which provides 
for the payment of supplemental unem- 
ployment benefits to the employees, is 
also held to be a deductible business 
expense. (56-102). 

Where a mortgagor on a mortgage 
loan was required to pay mortgage in- 
surance premiums during the period of 
construction, he was permitted to de- 
duct as a carrying charge or capitalize 
such expense at his election. (56-264). 
Standby charges or commitment fees 
for spreading out a bond issue for a 
construction project may also be either 
deducted or capitalized. (56-136). 


Alimony 
Alimony paid pursuant to an agree- 
ment not incident to a decree of di- 
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vorce or separate maintenance is de- 
ductible under the 1954 Code if paid 
pursuant to a written agreement exe- 
cuted after August 16, 1954. If a sep- 
aration agreement not incident to a 
court decree is materially revised after 
that date, it will constitute an agree- 
ment executed under the 1954 Code so 
that periodic payments thereunder will 
be deductible by the husband and in- 
cludible in the wife’s income. (56-418). 
Although the husband’s alimony deduc- 
tion and the wife’s taxable receipt are 
intended to be reciprocal and corre- 
lated, where a citizen and resident of 
Puerto Rico employed by a U.S. agency 
pays his former wife alimony, he may 
take a deduction notwithstanding the 
fact that as a citizen and resident of 
Puerto Rico his wife may exclude such 
payments from her income. (56-585). 


Depreciation and Depletion 

The Service, in a somewhat harsh 
ruling, has denied the continuance of 
an accelerated method of depreciation 
after a tax-free incorporation. Tax- 
payer transferred property which had 
been constructed in 1954 to a controlled 
corporation in a tax-free exchange. The 
ruling holds that since the corporation 
is a separate tax entity and thus not the 
original user of the property, the accel- 
erated depreciation methods provided 
for in the 1954 Code could not be used. 
(56-256). On the question of trust allo- 
cation of depletion, a more liberal atti- 
tude has been adopted. If the manner 
in which the deduction for depletion 
may be apportioned between the income 
beneficiaries and the trust corpus is 
within the sole discretion of the trustee, 
then he may properly allocate all of 
the depletion deduction to the benefici- 
aries and none to the trust even though 
a substantial portion of the income 
from the depletable assets is retained 
by the trust. (56-105). 
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What Is Income? 

Amounts paid to U.S. citizens who 
were former residents of Germany, on 
account of Nazi persecution resulting 
in damage to life, body, health, liberty, 
or economic advancement is not taxable 
income. (56-516). Prisoner of war 
payments are also excluded from gross 
income. (56-462). Neither does the 
conversion of a joint tenancy into a 
tenancy in common for the purpose of 
eliminating a survivorship feature, or 
the severance of a joint tenancy under 
a partition action, result in a taxable 
transaction. (56-437). Gift tax may 
however result under the 1954 Code. 

A cooperative housing corporation 
may return to its tenant-owners the 
excess of collections over actual carry- 
ing charges within the same year and 
thereby eliminate the excess from in- 
come. (56-225). On prepayment of 
an FHA mortgage, a mortgagor of non- 
business property must include in gross 
income only that part of FHA refunds 
received which exceeds the premiums 
he paid on his FHA mortgage insur- 
ance. If the premiums were deducted 
as a business expense, the entire refund 
is includible. (56-302). Where a Con- 
gressman returns a portion of his sal- 
ary, the full amount of the salary is 
includible in his gross income while 
a deduction is allowable as a charitable 
contribution for the amount returned to 
the Treasury. (56-126). But if an em- 
ployee turns over workmen’s compen- 
payments to his employer in 
for his regular salary, only the 
excess salary over his benefits would 
be taxable unless such excess qualifies 
for the sick pay exclusion. (56-83). A 
waiver of dividends by a majority 
stockholder doesn’t prevent a tax on the 
waived where it can be 
shown that the waiver resulted prima- 
rily in benefiting his relatives. (56-431). 


sation 
return 


dividends 
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A manufacturer of louvered win- 
dows, awnings, etc., who installed and 
demonstrated its products free of 
charge in private homes as part of an 
advertising campaign, can deduct as 
business expenses all the costs incurred 
including payments for damages during 
installations, but the homeowners must 


report as income the difference between \ 


the value of the new products and the 
replaced ones. (56-181). An executor 
doesn’t realize income or make a gilt 
by waiving commissions. The Commis- 
sioner maintains that the difference be. 
tween the full allowable commissions 
and the amount agreed upon is_ not 
income constructively received since he 
has committed no action implying ac- 
ceptance or ownership of the full 
amount. Neither is the waived portion 
a gift—presumably to the estate or 
residuary legatee. (56-472). 
Whose Income? 

Where an individual purchased stock 
but it was held in trust, and dividends 





paid on it were applied as payments | 
against the principal and interest of his | 


promissory note for the purchase price. 
the buyer and not the seller was held 
taxable on the dividends. (56-153). 
Many states have adopted a model 
custodian act permitting the transfer of 
securities to a minor donee without the 
necessity of creating a formal trust to 
insure ready negotiability. Early in the 
year, the Service recognized that a 
transfer under the act is a completed 
gift and qualifies for the annual gill 
tax exclusion. (56-86). The Commis- 
sioner has subsequently ruled that al- 
though the income is generally taxable 
to the minor, income actually used to 
support the minor is taxable to the 


+R eee NT | oo ee 


ll 


donor regardless of his relationship to | 


the donee and without regard to the 


support obligations of the minor’s par: | 


ents. (56-484). 


January 





Divi: 
Se 
Se 

divis 

more 
appli 
whic 
five 
whic 
corp 
reaso 
ershi 
distri 
the | 
for a 
Both 
engas 
tive | 
no s 
As bi 
the a 
busin 
the si 
ratior 
taxab 
Simil: 
separ: 
transf 
one n 
return 
which 
the p 
action 
able | 
But v 
ganize 
transfi 
assets, 
to its 
ruled 
cause 
existir 
mence 
At 
compa 
gage j 


1957 








ad l 


an 


ng 


Revenue Rulings of 1956 


Divisive Reorganizations— 
Separate Business Requirement 


Section 355 permits the nontaxable 
division of a corporation into two or 
more active business components. It 
applies only to existing businesses 
which have been conducted for at least 
five years. A printing corporation, 
which owned 80% of a type-setting 
corporation, decided for valid business 
reasons to divorce itself from the own- 
ership of the type-setting subsidiary by 
distributing the stock to a minority of 
the parent’s shareholders in exchange 
for all the parent’s stock held by them. 
Both corporations were to continue to 
engage in the conduct of their respec- 
tive businesses after the exchange, and 
no sales of stock were contemplated. 
As both corporations were engaged in 
the active conduct of their respective 
businesses for over five years, and as 
the subsidiary was a controlled corpo- 
ration, the Service held the splitoff non- 
taxable under Section 355. (56-450). 
Similarly, where a publisher of four 
separate independent trade magazines, 
transferred all the assets pertaining to 
one magazine to a new corporation in 
return for all the latter’s common stock, 
which was then distributed pro rata to 
the publisher’s shareholders, the trans- 
action was held to constitute a nontax- 
able spinoff reorganization. (56-451). 
But where a domestic corporation or- 
ganized a new foreign corporation, 
transferred to the latter a portion of its 
assets, and spun off the foreign stock 
to its own shareholders, the Service 
tuled Section 355 not applicable be- 
cause there was no separation of an 
existing business but rather the com- 
mencement of a new venture. (56-227). 


A transfer of buses by a bus service 
company to a new corporation to en- 
gage in the business of renting buses, 
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did not result in a tax-free spinoff since 
the company had not carried on the 
separate business of bus rentals for the 
required five years. (56-287). Real es- 
tate in which the business is conducted 
can no longer be separately incorpo- 
rated and spun off tax free. Such real 
estate holdings are not a separate busi- 
ness. (56-266). However, where a 
bank’s real estate activities represented 
the active conduct of a trade or busi- 
ness for more than five years separate 
and apart from its banking business, a 
transfer of the realty business plus 
minor investment assets to a new cor- 
poration, and a distribution of the new 
corporation’s stock, were held to qual- 
ify as a tax-free divisive reorganization. 
(56-557). The Service has also ruled 
that a spinoff of branch operations 
would qualify even though the business 
will be conducted at a new location. 


(56-344). 


Requisite Control on Splitoffs 


In the mechanical operation of split- 
ting off an existing subsidiary under 
Section 355, the distributing corpora- 
tion generally must have acquired con- 
trol of 80% of the subsidiary voting 
and nonvoting stock before the _five- 
year period. A parent which owned all 
of the common stock and only 12% of 
the preferred of its subsidiary, acquired 
the requisite control of the preferred 
within the five-year period by having 
the subsidiary recapitalize and issue 
additional shares of common in ex- 
change for those shares of preferred 
held by the outside stockholders, Al- 
though requisite control of the pre- 
ferred was thus acquired within the 
five-year period, such acquisition was 
not fatal under Section 355 since it was 
pursuant to a tax-free reorganization. 


(56-117). 
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Carryover of Loss on Splitups 


On splitup, an unused net operating 
loss carryover of the transferor corpo- 
ration may not be taken into account 
by any of the successor corporations. 
Both the Code and the Senate Finance 
Committee Reports make it clear that 
carryovers are not permitted 
divisive reorganization. 


loss 
through a 
(56-373). 


Reorganizations—Continuity of Interest 


The definition of reorganizations un- 
der Section 112(g)(1) of the 1939 
Code has for most part been retained 
in the present Code. The Service has 
emphasized that the continuity of busi- 
ness doctrine is still a basic require- 
ment for a nontaxable exchange. It has 
denied tax-free status to the liquidation 
of three old corporations upon transfer 
of their assets, together with those of 
a partnership and an individual pro- 
prietorship, to a new company because 
there was no continuity of the business 
carried on by the old corporations. 
(56-330). But a merger was ruled tax- 
free despite a subsequent redemption 
of 26% of the shares where the re- 
demption was not made pursuant to a 
preconceived plan. (56-345). 


Liquidation Within 12 Months 


A corporation which sells or ex- 
changes its assets may, pursuant to Sec- 
tion 337, avoid recognition of gain 
upon the sale by liquidating within 12 
months. This unrecognized gain will 
not be used to reduce the operating loss 
available as a carryback and carryfor- 
ward. (56-448). Relief under this sec- 
tion is not applicable to an involuntary 
conversion. Therefore the receipt of 
fire insurance proceeds, after the com- 
plete destruction of a building by fire, 
within 12 months of liquidation would 
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be taxable as it would not satisfy the 
statutory requirement of sale or ex- 
change. (56-372). Similarly, Section 
337 will not be applicable to the gain 
from the sale of a bankrupt’s assets 
ordered by a court where the stockhold- 
ers receive no distributions in liquida- 


tion. (56-387). 


Collapsible Corporations 


The 1954 Code includes as collapsi- 
ble certain corporations holding inven- 
toriable property for less than three 
years. Where a corporation is com- 
pletely liquidated because of severe 
competition and overcrowding in the 
field before it realizes any gain attrib- 
utable to the inventory, it is held not 
to be collapsible if the inventory at 
liquidation is normal for the amount 
of business done. (56-244). A foreign 
corporation deriving all of its income 
from sources outside the U.S. has no 
taxable income and cannot be consid- 
ered as a collapsible corporation upon 
liquidation or sale of its stock by a 
U.S. citizen. (56-104). If a parent cor- 
poration sells its stock in a collapsible 
subsidiary and realizes ordinary in- 
come, the shareholders of the parent, 
upon the latter’s liquidation, will not 
realize ordinary income with respect to 
the same underlying collapsible prop- 
erty. The parent may itself qualify as 
a collapsible corporation if it is liqui- 
dated before sale of the subsidiary 
stock. (56-50). 


Section 306 Stock 


Removing earnings and profits from 
a corporation at capital gain rates by 
means of a preferred stock bail-out is 
no longer possible. Preferred, issued 
as a stock dividend when the corpora- 
tion has sufficient earnings, is now 
known as Section 306 Stock and can- 
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not generally be disposed of at the fa- 
vorable capital gain rates. However, 
where it can be shown that avoidance 
of tax was not one of the principal pur- 
poses of the transaction, Section 306 
treatment may not apply. 

The Service, in what would appear 
to be an encouraging approach to the 
problem, has issued two rulings apply- 
ing the non-avoidance exception. In 
one, a corporation pursuant to a plan 
of recapitalization issued new preferred 
and common for the old capital stock, 
about 80% of which was owned by 
employees. The recapitalization was 
tax-free, but the preferred came within 
the general provisions of Section 306. 
The qualified profit-sharing trust cre- 
ated by the corporation had previously 
agreed to purchase the stock of the cor- 
poration owned by certain retiring em- 
ployees. This agreement had been made 
when only a single class of capital stock 
was outstanding, but did provide for 
the substitution of the new shares if 
and when issued. Gain or loss realized 
by each retiring employee upon the 
sale of his new shares of preferred and 
common to the trust was held to be 
capital, not subject to the limitations 
of Section 306, because the disposition 
did not have as a principal purpose the 
avoidance of tax. (56-223). ; 

In the other ruling involving a mer- 
ger of two publicly-held corporations, 
the surviving corporation issued pre- 
ferred and common to the common 
stockholders of the merged corporation. 
The preferred was used to limit the 
participation of its holders in the com- 
bined earnings. The Service held that 
a subsequent disposition of the pre- 
ferred would not result in ordinary 


income. (56-116). 


Stock Kedemptions 
In determining whether a redemption 
distribution should be treated as a divi- 
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dend, the Code states that it shall not be 
so treated if not essentially equivalent to 
a dividend. This non-equivalence test 
carried over from the 1939 Code was 
held not met in a partial redemption 
to permit a key employee to acquire a 
one-third interest in a corporation, 
where the majority stockholder contin- 
ued to be a majority stockholder after 
the transaction. (56-183). A redemp- 
tion of the preferred stock of one who 
owned all of the common was also 
treated as a _ dividend distribution. 
(56-521). In another ruling, a prospec- 
tive buyer of a corporation offered to 
purchase the common if the preferred 
would be redeemed. All the preferred 
and some of the common were held by 
a wholly-unrelated corporation which 
threatened to exercise its rights to buy 
common at par if the preferred were 
redeemed. This would have greatly 
diluted the equity of other common 
holders. The buyer thereupon bought 
preferred and common, and the corpo- 
ration redeemed the preferred. With- 
out full analysis, the Service holds the 
distribution equivalent to a dividend. 
(56-265). 

A contra result was reached where 
family trusts, which held about 11% 
of the stock of a corporation, sold to 
the corporation 2% of the outstanding 
stock in order to be able to diversify 
their investments, and more than 89% 
of the stock was at all times held 
by unrelated stockholders. (56-183). 
Again, where a corporation redeemed 
20% of its preferred on a pro rata 
basis, the redemption was not equiva- 
lent to a dividend where the persons 
who held both classes of stock held 
them in widely varying proportions and 
no one person or family group had 
more than 25% of the voting power. 
(56-485). 

If a redemption completely termi- 
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nates a stockholder’s interest, it will not 
be treated as a dividend. But the intri- 
cate stock attribution rules can act as 
a tax trap to produce dividend income 
where none is expected. In one ruling 
involving a buy-out agreement, dece- 
dent owned 27% of the stock and his 
son, the sole beneficiary of his estate, 
owned 48%. The corporation was re- 
quired by contract to buy 13% of the 
estate’s stock. It bought all. The Serv- 
ice points out that this cannot be treated 
as a complete redemption since the 
estate is considered the owner of the 
stock owned by the beneficiary, the 
son, and that stock was not redeemed. 
(56-103). A termination of a parent’s 
interest in a corporation would qualify 
for capital gain even though the son 
is left as sole stockholder provided 
neither parent reacquires an interest in 
the business or renders services to the 
corporation within ten years of the 
transfer. (56-556). Similarly, where a 
son acquired a 7% stock interest by 
gift from his father who held a con- 
trolling interest, a subsequent redemp- 
tion of the stock was held to 
qualify for capital treatment. 
(56-584). 

Section 303 provides that, under cer- 
tain conditions, redemption of stock 


son’s 


gains 


held by an estate is not a dividend to 
the extent of estate taxes. The 1954 
Code included funeral and administra- 
live the same category. 
Such expenses may be taken into ac- 
count whether taken on the estate or 
income tax returns, and whether paid 


before or after 1954. 


expenses in 


or incurred 


(56-449). 


Consolidated Returns 


With reference to the election to file 
consolidated returns, where a parent 
corporation acquires the stock of a new 
subsidiary during the taxable year for 
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bona fide business purposes and shortly 
thereafter liquidates the subsidiary, 
there has been a change in the afiili- 
ated group during the year and a new 
election to file consolidated returns is 
permitted. (56-271). The retroactive 
repeal of Sections 452 and 462 did not 
constitute a sufficient change in law to 
authorize an election of a consolidated 
group to file separately. (56-68). If 
an election is made to file a consoli- 
dated return, each subsidiary must 
adopt an annual accounting period in 
conformity with that of the common 
parent not later than the close of the 
first consolidated year thereafter. The 
Service holds that if a subsidiary, in 
anticipation that it will be included in 
a consolidated return with its acquir- 
ing parent, files a short-period return 
to conform its accounting period to 
that of the parent, the short-period 
return will have no validity if a con- 





solidated return is not filed. (56-360). 
An affiliated group of corporations 
having properly filed a consolidated 
return may, on or before the due date 
of the return, file their returns on a | 
separate basis. Similarly, a consolidated | 
return may properly be filed ort or be- 
fore the due date notwithstanding the 
filing of separate — returns. 


earlier 
(56-67). 


Standard Deduction 


In considering whether to itemize 
expenses or elect the standard deduce: 
tion, taxpayer should not fail to take 
into account the fact that the ta 
benefit rule does not require an inclu | 
sion of a recovery where the standard 
deduction is used. Thus, where state 
taxes were itemized by a cash basis 
taxpayer and a recovery was received 
in the following year, he was required 
to include the recovery in income t 
the extent that the prior year’s deduce 
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tion gave him a tax benefit. Had tax- 
payer elected to use the standard de- 
duction, the recovery would not have 
been taxable. (56-477). 


Contributions 

The portion of the admission charge 
to a motion picture exhibition, staged 
to raise funds for a charity, which 
exceeds the normal admission charge 
is deductible as a charitable contribu- 
tion. (56-120). Although the value of 
services donated to a charitable organi- 
zation is not deductible, unreimbursed 
commuting expenses to and from the 
charity and the cost and maintenance 
of uniforms in performing the volun- 
teer services are deductible. (56-508). 
Also, actual unreimbursed expenses in- 
curred by civil defense volunteers in 
the performance of their volunteer 
duties, such as traveling expenses to 
watch atomic bomb tests and expenses 
of attending state meetings of civil 
defense volunteers, constitute deduc- 
tible contributions. (56-509). Con- 
tributions to the building fund of a 
fraternal organization are not de- 
ductible. They are not exclusively for 
charitable purposes even though some 
of the activities in which the organi- 
zation engages may be of a charitable 
nature. (56-329). 
Capital Transactions 

The wording of a will may inad- 
vertently create capital gain to the 
estate. Where a will provides for a 
bequest in trust for decedent’s wife 
equal to the maximum amount allow- 
able as a marital deduction for federal 
estate tax purposes, the Service holds 
that the bequest is for a fixed dollar 
amount. Therefore, when the executor 
sets aside in satisfaction of the bequest. 
assets which have appreciated since the 
date of death, capital gain is realized. 
(56-270). 


1957 


A sale is considered a wash sale, and 
loss thereon is disallowed if the tax- 
payer within 30 days buys substantially 
identical securities or enters into an 
option agreement to buy them. There 
must be a new acquisition or repur- 
chasing. Thus, where taxpayer ac- 
quired 200 shares of stock and sells 
100 at a loss within 30 days after its 
acquisition, the loss will not be disal- 
lowed unless substantially identical 
stock is purchased within the required 
period. (56-602). For purposes of 
determining the applicability of the 
wash sales provisions, an employee of 
a corporation who under the terms of 
a restricted stock option plan is granted 
an option to purchase stock of the cor- 
poration, will be held to have entered 
into the option to acquire stock on the 
date on which the option is granted. He 
acquires the stock not when he exer- 
cises his option by notifying the com- 
pany, but on the date the stock certi- 
ficates are issued to him. (56-452). If 
an individual who is not a dealer in 
securities sells common stock at a loss 
and simultaneously purchases common 
stock warrants of the same corpora- 
tion, the loss is not allowed under the 
wash sale rules. If he sells stock war- 
rants at a loss and simultaneously pur- 
chases the common stock, the loss is 
allowable unless the relative values and 
price changes are so similar as to make 
the two substantially identical. The 
reason is that a warrant acquired at 
the time of sale of the stock is an op- 
tion and the wash sales provisions would 
apply. However when warrants are 
sold and stock bought, the short sales 
rules apply if, as a matter of fact, the 
stocks and warrants are substantially 


identical. (56-406). 


Dependents 
Although transportation is an ele- 
ment of support, the purchase price of 


45 





Revenue Rulings of 1956 


an automobile is not and should there- 
fore not be considered in determining 
who furnished more than half of the 
support of a dependent. (56-399). A 
mother who is a student cannot deduct 
for child-care since the expenses were 
not incurred to enable her to be gain- 
fully employed. (56-169). 


Net Operating Loss 


In determining a net operating loss 
carryover, under the 1939 Code the 
amount of tax-exempt interest required 
to be added to statutory gross income 


is the difference between the gross 
amount of interest received from 
wholly tax-exempt bonds and_ the 


amount of interest paid on indebtedness 
to carry the tax exempt bonds, without 


any reduction on account of amor- 
tizable premium on_ such bonds. 
(56-161). If the carryover results 


from a net operating loss of a closed 
year, the Service can make adjustments 
in the closed year to reduce the loss 
even though it is barred from assessing 
a deficiency. (56-235). A loss for a 
short period, occasioned by a change 
of accounting period, cannot be an- 
nualized for carryback and carryover 
purposes. (56-463). 
Basis 

The Service has clarified a prior rul- 
ing, 54-96, to emphasize that the basis 
of property acquired in a taxable ex- 
change is the cost to the acquirer. 
Where stock is used to purchase assets, 
the basis is the fair market value of 
the stock given up, not the fair market 
value of the assets received. (56-100). 
The basis in the hands of the surviving 
joint tenant of jointly-held property in- 
cludible, after December 31, 1953, in a 
decedent’s gross estate is the fair mar- 
ket value as of the date of valuation 
for estate tax purposes less deprecia- 
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tion allowed if the property was ac- 
quired before decedent’s death. (56- 
215). Where the estate is less than 
$60.000, the value at the date of death 
and not the optional valuation date 
must be used. Such an estate cannot 
file a true return and therefore cannot 
elect an optional valuation date. (56-60), 

The gain on sale of an instalment 
obligation by a parent corporation to 
a wholly-owned subsidiary, with which 
it files a consolidated return, is an in- 
tercompany profit to be eliminated 
from the return. The basis of the note 
in the hands of the subsidiary is the 
same as in the hands of the parent, and 
the subsidiary must continue to report 
the gain realized from payments re- 
ceived on the note on the same basis 


elected by the parent. (56-186). 


Tax-Free Replacements 

On a tax-free replacement of con- 
verted rental property, the Service now 
maintains in a questionable ruling that 
the property must not only be similarly 
used by the owner as rental property 
but, in addition, the new tenant’s use 
of the property must be similar to that 
of the old tenant. (56-347). Even 
though the regulations provide for a 
one-year period in which to file an ap- 
plication for the extension of time in 
which to replace involuntarily converted 
property, the Commissioner will accept 
a delinquent application if reasonable 
cause is shown. (56-300). 


Pension and Profit-Sharing Plans 


For qualification of a profit-sharing 
plan, the regulations require a definite 
predetermined formula to determine 
the profits to be shared. That was held 
invalid in the Lincoln Electric case and 
the Service has modified its position, 
maintaining that contributions under a 
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plan containing such a formula are de- 
ductible though in excess of the for- 
mula if the liability for the total con- 
tribution is incurred or paid prior to 
the close of the taxable year. (56-366). 
Amounts contributed prior to January 
1, 1939, by a state or its political sub- 
divisions to employees’ tax-exempt pen- 
sion funds may be added to the 
amounts contributed by the employees 
in computing the consideration paid 
for annuity contracts for the purpose 
of arriving at ratio. 
(56-82). 

In the Kintner case (216F.2d 418), 
the Ninth Circuit held that a group of 
doctors who had formed an association 
could establish a pension plan for the 
doctor-members as corporate employ- 
The Commissioner will not follow 


the exclusion 


ees. 
that decision; he will treat the associa- 
tion as a partnership for all purposes. 
The doctor-members will therefore be 
considered employers and not employ- 
ees. (56-23). An employees’ trust must 


fle an informational return, Form 
990-P. In order to change its estab- 


lished accounting period so that it can 
file its return for the same period as 
the employer corporation, the trust 
must the Commissioner’s con- 
sent by filing Form 1128, Application 
for Change in Accounting Period. 
(56-374). 

Qualification of employee’s 
ment plan will not be adversely af- 
fected upon a reinstatement of former 
participants who had been granted a 
cash settlement under the plan, pro- 
vided the full actuarial equivalent of 
the amounts already vested in the par- 
ticipant is deducted from the amount 
of the pension to be paid on account 
of service after reinstatement. (56-213). 
Neither will qualification be affected by 
suspension of employer contributions if 
the employee benefits are not affected 
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secure 


retire- 


by the suspension, and if the unfunded 
past-service cost at any time does not 
exceed such cost as of the date of es- 
tablishment of the plan. (56-596.) Qual- 
ification of a profit-sharing arrange- 
ment which permits the participants 
each year to choose whether the amount 
credited to them will be paid out in 
cash or kept in trust for deferred dis- 
tribution, depends on the extent to 
which the lower-paid employees elect 
to have their credits kept in the trust. 
(56-497). An employee who, after ter- 
minating his participation in a quali- 
fied pension plan, continues to work 
for the employer, is not considered 
separated from the service of the em- 
ployer. Accordingly he would not be 
entitled to long-term capital gains treat- 
ment distribution of the total 
amount standing to his credit made 
upen termination of his participation 


in the plan. (56-214). 


on a 


Instalment Method 


If a new residence is purchased 
within a fixed period after sale of an 
old residence, there is no recognized 
gain on the sale if the adjusted sales 
price of the old does not exceed the 
cost of the new. The return for the 
year of sale must report the sale, but 
if deferment is elected, no tax is due 
until the replacement period expires. 
When may a taxpayer who has de- 
ferred, but who decided not to replace, 
elect the instalment method of report- 
ing gain on the sale? The Service holds 
that an election to report a sale of a 
residence on the instalment basis may 
be exercised on an amended return for 
the year of sale if taxpayer, in a timely 
return, deferred reporting the gain on 
the sale. (56-396). Where a_lease- 
purchase agreement is actually a sale, 
the profit may be reported on the instal- 
ment method. (56-498). An election to 


47 





Revenue Rulings of 1956 


use the method was not permitted 
where a seller of property agreed to 
take the full purchase price in cash on 
closing but reserved the option to re- 
quire the buyer to pay a portion in 
cash and the balance in notes, and later 
exercised the option. Once the full pur- 
chase price was accepted in cash, the 
seller could not thereafter alter the 
form of the sale so that he could report 
the gain on the instalment method. 
(56-20). Where, under the terms of a 
sales contract with a dealer, the manu- 
facturer is entitled to the price when 
the goods are resold but not later than 
a specified date, the manufacturer may 
not use the instalment method as there 
is no provision for payments of fixed 
amounts at stated intervals. (56-587). 


Partnerships 


Amounts paid by a partnership to a 
salaried partner who is absent from his 
partnership work because he is ill or 
was involved in an accident, are not 
exempt under the sick pay exclusion 
since a partner cannot qualify as an 
employee. (56-326). Where partners 
doing business in the U.S. and a for- 
eign country have different shares in 
profits from domestic and foreign 
branches, the Service holds there are 
two partnerships rather than one for 
federal income tax purposes. (56-134). 


Filing Rules 

Housework is not considered a busi- 
ness so that housewives will not be re- 
quired to file information returns 1096 
and 1099 with respect to payments to 
domestics. (56-46). A corporation 
which ceases all business operations 
must file federal income tax returns if 
it retains assets to preserve its charter 
rights. Where a corporation stops do- 
ing business altogether, retains no as- 
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sets and has no income, it may he 
relieved from such filing even though 
not formally dissolved. (56-483). The 
election of a taxpayer to claim credit 
against U.S. tax for foreign taxes paid. 
may be made or changed prior to the 
expiration of the normal three-year 
limitation period. The special period of 
limitations with respect to filing a re- 
fund claim based on a net operating 
loss carryback has no application. Thus 
a corporation which elected a credit on 
its 1950 return cannot change the elec- 
tion in filing a timely claim in 1956 
for a refund due to an operating loss 
carryback. (56-196). 

A wife can execute a valid income 
tax return on behalf of her husband 
while he is confined to a mental insti- 
tution and before he is adjudicated 
legally incompetent. (56-22). An indi- 
vidual who is legally separated from 
his spouse under an interlocutory de- 
cree of divorce is considered by the 
Commissioner not to be married for 
purposes of filing a joint return al- 
though the Tax Court and three cir- 
cuits disagree. (56-178). Since an over- 
payment on a joint return is joipt and 
several, the amount thereof may be 
credited against the separate tax lia- 
bility of either the husband or the wife 


for a prior year. (56-92). 


Interest and Penalties 

Interest will not be allowed for the 
period the government was delayed in 
effecting delivery of a refund check be- 


CO FIBRE, 











— 


cause of taxpayer’s failure to comply } 
with the conditions required for a re- | 


fund of overpayment. (56-445). Pre. 


~ 


viously in 55-485, the Service held that | 


a demand for payment of a net amount 
due, by reason of offsetting overassess- 
ments against deficiencies, started inter- 
est running on the part of the tax 


(Continued on page 54) 
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By Frank M. Bupix, C.P.A. 
| Review of Recent Rulings. 


In theory, corporations which operate 
two or more businesses should be able 
to separate those businesses so that 
they are under the control of different 
stockholders along the same lines as 
businesses can now be amalgamated. 
At the present time the tax consequences 
of uniting businesses by way of stock 
acquisitions, mergers and consolidations 
can be fairly well determined in most 
instances. The evolution of the reorgan- 
ization rules which permit tax-free amal- 
gamations took a long period of time 
and involved countless disputes between 
taxpayers and the government. If cor- 
porate separations are to contribute to 
the country’s economic progress the 
Code sections need amendments and the 
underlying regulations and rulings must 
be fairly clear so that business men 





Frank M. Bupik, C.P.A., is a member 
of our Society and of its Committee on 
Federal Taxation, and a member of the 
American Institute of Accountants. Mr. 
Budik is also a member of a national 
firm of CPAs. 

This article is an adaptation of a paper 
presented by the author at the October 
18, 1956 and November 7, 1956 tech- 
nical meetings held in New York City 
and Syracuse, respectively, under the 
auspices of the Committee on Federal 
Taxation. 
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| Separation of Businesses 


can proceed with a reasonable assurance 
of the tax consequences. 


Business Purpose 


Two of the big stumbling blocks at 
the present time are business purpose 
and definition of active conduct of trade 
or business. Although the Code does 
not specify that business purpose must 
exist in order for a corporate separation 
to be a tax-free transaction, the Com- 
missioner insists in his regulations that 
the distribution by a corporation of 
stock or securities of a controlled cor- 
poration to its shareholders will not be 
a tax-free transaction where it is car- 
ried out for a purpose not germane to 
the business of the corporation, even 
though it meets all of the requirements 
specified in the Code. The term business 
purpose is an elusive one and the ques- 
tion as to whether or not business pur- 
pose is present is a matter of judgment 
on which there can be a great deal of 
difference. 


Active Conduct of Trade or Business 


The active conduct of a trade or busi- 
ness is also a term that cannot be clearly 
defined and thus the interpretation of 
that phrase likewise will be the subject 
of differences between taxpayers and the 
government. Whereas the regulations 
give a number of examples in which the 
Commissioner makes known his posi- 
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tion as to what is and what is not a 
business there are many areas of doubt. 
In the several rulings that have been 
issued since the promulgation of the 
regulations in December of 1955 no 
definite pattern is ascertainable. 


Recapitalization to Achieve Control 


Thus, in one case, which may be 
called the perfect case, the company 
conducted a hardware business and, 
through a subsidiary, conducted an ap- 
pliance business at a different location, 
each having been so conducted for more 
than five years. Differences of opinion 
had arisen among the stockholders as 
to the basic policies of management and 
operations of the corporations. These 
differences became so pronounced that 
the stockholders concluded they could 
not continue the united ownership and 
management of the two corporations. 
One group of dissatisfied stockholders, 
which owned about one-half of the par- 
ent company’s stock, was_ primarily 
interested in the subsidiary company. 
In order to equalize the value of the 
subsidiary’s stock with the value of its 
assets (exclusive of stock in subsidi- 
ary), the parent company transferred an 
amount of cash as a capital contribu- 
tion. The stock of the subsidiary held 
by the parent was then distributed to 
the group of shareholders who desired 
to own the subsidiary in exchange for 
all their stock of the parent. Distribu- 
tion of the stock of the subsidiary to the 
shareholders was ruled to be tax free. 

The same ruling also demonstrates 
the degree of control of the subsidiary 
that must be keld by the parent corpora- 
tion in order to have a tax-free dis- 
tribution of stock. Twelve percent of 
voting common and all of non-voting 
preferred of the subsidiary were held 
by minority interest. Since the distribut- 
ing corporation, that is the parent, must 
have at least 80% of the outstanding 
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voting stock and 80% of all other [ 


classes of outstanding stock, it was nec. 
essary to have a recapitalization of the 
subsidiary before the distribution by the 
parent could qualify as tax-free. A re. 
capitalization took place in which the 
subsidiary issued additional shares of 
common for the preferred stock held 
by the minority. After the recapitaliza. 
tion the parent held 81% of the voting 
common, which of course constituted 
the only outstanding stock of the sub. 
sidiary. 


Formation of a Foreign Corporation 


In another situation the taxpayer, en- 
gaged in the general contracting and 
construction business at various loca- 
tions in the United States, formed a 
foreign corporation admittedly for a 
valid business reason, namely to under- 
take construction work abroad. Dis- 
tribution of the stock of the foreign 
corporation to the shareholders was not 
a tax-free transaction according to the 
ruling because a new venture was un- 
dertaken by a new corporation in a 


» 





wer wa 


- 


new territory and in a different coun- 


try. 
that the taxpayer could have  incor- 
porated the business if it had been 
conducted for five years or more at 
any one of the locations in the United 
States and could then have distributed 


the stock tax-free to the shareholders. | 


Different Activities May Still 
Constitute One Business 


An indication that the Internal Rev- 


One could infer from this ruling { 





t 


enue Service will not be liberal in its : 


interpretation of active conduct of a 


business, is a ruling which dealt with | 


an operator of buses. 
ran buses and terminal facilities and 
occasionally leased buses on a charter 
basis to other bus operators for various 
periods of time. 
the corporation to extend the charter 
business. Good business dictated that, 
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Separation of Businesses 


because of accident hazards of an oper- 
ating company, it was advisable to have 
ownership of the buses in another cor- 
poration. Accordingly, a new corpo- 
ration was formed which acquired all 
of the buses, and then leased the buses 
to the old corporation as well as char- 
tered buses to other operators. While 
the Service recognized that owning and 
leasing buses and operation of bus serv- 
ice by use of leased lines could con- 
stitute separate and distinct businesses, 
it held in the instant case that the own- 
ing, operating and occasional leasing to 
outsiders were integral parts of one 
business. 


Non-business Activity 

An illustration of a business activity 
which did not qualify as an active con- 
duct of a business is set forth in a rul- 
ing issued to a corporation which oper- 
ated a paper business and also owned 
a mining property which it leased on a 
royalty basis. The lease which was 
granted to an unrelated corporation 
called for payment of royalty based on 
the amount of ore extracted. Such 
royalties were substantial in recent 
years. Expenses incurred by the lessor 
in connection with the lease were minor 
in amount. Held, the owning and leas- 
ing of the mineral property does not 
constitute a trade or business. 


Location of Businesses 

A favorable ruling to a taxpayer in- 
volved the location of businesses. A cor- 
poration engaged in the raising and 
processing of turkeys had one location 


in a state and marketed in the middle 
west and in eastern cities. It formed a 
branch in another state, which processed 
broilers as well as turkeys and marketed 
its products in the Rocky Mountain 
area. All this took place more than 
five years ago. Because of competition 
in the Rocky Mountain area the branch 
had to be closed but a new operation 
was established in a third state so that 
the company was able to produce a 
product that was again competitive in 
the Rocky Mountain area. There was 
a disagreement among the stockholders 
on the matter of continuing the far-west- 
ern operation, and it was decided to 
incorporate the branch operating in that 
area and distribute the stock (in ex- 
change for their holdings) to those 
stockholders who were in favor of con- 
tinuing such operation. This distribu- 
tion was tax free, because the Service 
considered the transfer of an existing 
business to a new location was not the 
formation of a new business. 


Conclusion 


The sections pertaining to corporate 
separation should not be considered to 
be a tax trap. Distribution of stock 
by a corporation to its shareholders is 
seldom undertaken without adequate 
tax consideration. Since the tax conse- 
quences of a stock distribution which 
is held to be a taxable transaction may 
be disastrous, it is certainly appropriate 
for taxpayers to obtain rulings on pro- 
posed transactions whenever there may 
be some doubt that all the requirements 
of the pertinent sections have been met. 
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Loss Corporations 


By Cart Hoizscuuner, C.P.A. 


Some observations on the provisions of the 1954 Internal Revenue Code 
covering the application of loss carryovers. 


The simplest way to utilize net operat- 
ing losses is to generate profits. possibly 
by means of efficient management or by 
the addition of profitable lines of busi- 
ness. Probably the more common 
situation, particularly with closely-held 
corporations, is that the owners want 
to dispose of the business completely 
and salvage whatever they can from a 
bad deal, and the prospective buyers 
want to acquire complete control of the 
loss corporation in order to apply the 
loss carryovers against future earnings 
of an existing business or a new busi- 
ness which shows promise of being 
profitable. 


Acquisitions Made to Avoid Taxes 


In drafting the 1954 Revenue Code 
Congress has attempted to legislate 





Cart Hotzscnuner. C.P.A. is a mem- 
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tified public accountants. 

This article is an adaptation of a paper 
presented by the author at the October 
18, 1956 and November 7, 1956 techni- 
cal meetings held in New York City 
and Syracuse, respectively, under the 
auspices of the Committee on Federal 
Taxation. 
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against the use of loss corporations for 
the purpose of avoiding taxes. 


Under the 1939 Code it was possible 
to do this under the doctrine laid down 
by the Alprosa Watch Corporation and 
other cases, so long as the loss corpora- 
lion was the surviving entity. The Com- 
missioner was never successful in using 
Section 129 to disallow the carryover 
losses. This section provided that where 
a person obtained control of a corpora- 
tion or where a corporation acquired 
assets with a transferred basis from 
another corporation not controlled by it 
or its shareholders, and the principal 
purpose of such acquisition was to avail 
itself of carryovers or other benefils 
which it otherwise could not enjoy, the 
Commissioner had the right to disallow 
such benefits or to allow them in part. 


Section 129 of the old code appears 
in the 1954 Code intact in Section 269. 
This new section contains an additional 
provision which was not found in the 
1939 Code, namely, that an acquisition 
will be considered to have been made 
for tax avoidance purposes if the pur- 
chase price is substantially dispropor- 
tionate to the adjusted basis of the 
assets plus the tax benefits which would 
not otherwise be available except for 
such acquisition. At this writing. regu- 
lations have not as yet been issued 
under this section: it will be interesting 
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Loss Corporations 


to see what interpretation the Commis- 
sioner gives to the phrase “substantially 
disproportionate.” Because of the broad 
definitions contained in Section 269, the 
Commissioner might not be any more 
successful with it than he was with old 
Section 129, 


Purchases of Stock 

In addition to Section 269 we must 
also look to Sections 381 and 382 of 
the 1954 Code. These sections are com- 
pletely new and set forth certain defi- 
nite rules governing the use of carry- 
overs in the purchase of corporations 
and in certain tax-free reorganizations. 
First let us look at Section 382(a). This 
completely disallows loss carryovers in 
cases where the ownership of the cor- 
poration has changed by more than fifty 
percentage points during a period of 
two taxable years preceding the end of 
a taxable year, and the business of the 
corporation has changed after the 
change in ownership. This section ap- 
plies only to instances where the change 
in ownership results from a purchase of 
stock or from a redemption of stock by 
the corporation (other than a redemp- 
tion to pay death taxes, to which Sec- 
tion 303 applies). 

Certain definite rules are laid down to 
determine whether or not there has been 
the requisite change in ownership, but 
unfortunately we have no definite rules 
to guide us in determining whether or 
not there has been a change in busi- 
ness. The only indication is in the Sen- 
ate Committee Report which states that: 
“If, as a result of such increase, the 
corporation shifts from one type of 
business to another, discontinues any 
except a minor portion of its business, 
changes its location, or otherwise fails 
to carry on substantially the same trade 
or business as was conducted before 
such an increase . . .,” then there has 


been a change in the business. The 
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reports also indicate that the addition 
of new lines of business will not be 
considered as a change so long as the 
old business of the corporation is con- 
tinued. The change in business must 
be the result of the acquisition by the 
new owners of the requisite amount of 
stock. It would therefore seem that if 
the business is changed prior to the 
change in ownership of the stock, or if 
the change in business results from 
some factor other than the change in 
ownership, the application of this sec- 
tion can be avoided. If circumstances 
permit, it might also be possible to con- 
tinue the old business beyond two year- 
ends following the change in owner- 
ship. possibly adding a new, profitable 
business, and discontinue the old busi- 
ness at the end of that time. 

Section 382(a) as presently written, 
disallows the carryover of losses “from 
prior taxable years.” Because of the 
reference to change in ownership dur- 
ing a period of two years, a loss suf- 
fered in the first year of new ownership 
would be disallowed along with any 
carryovers from years prior to the 
change. Apparently this was not the 
intention in enacting this section, and 
the American Institute of Accountants 
has recommended that this be corrected. 


Tax-free Reorganizations 

Where tax-free reorganizations are 
involved, Sections 381 and 382(b) 
come into play. It is no longer neces- 
sary that the loss corporation remain 
in existence, as there is definite provi- 
sion for the carryover of net operating 
losses and other attributes of the 
merged corporation. Much of the doubt 
that existed under the 1939 Code has 
been removed. The carryovers are avail- 
able in liquidations of subsidiaries and 
in reorganizations covered by para- 
eraphs (A), (C), (D), and (F) of 
Section 368, so-called asset type acqui- 
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sitions. No carryovers are allowed, 
however, in liquidations to which Sec- 
tion 334(b)(2) applies, i.e., liquida- 
tions within two years after the stock 
of the subsidiary is acquired. Neither 
are they allowed in split-offs, spin-offs 
or other divisive reorganizations. 

Section 382(b) provides a further 
restriction on the utilization of loss 
carryovers in asset type reorganizations. 
In order for the continuing corporation 
to avail itself of the full amount of the 
carryover, the stockholders of the old 
loss corporation must have at least a 
twenty percent interest in the acquiring 
corporation. As this percentage drops 
below twenty, the allowable net oper- 
ating loss is reduced by five percent for 
each reduction of one percentage point 
below twenty of stock held by the loss 
corporation shareholders. For example, 
if the loss corporation shareholders hold 
a ten percent interest in the continuing 
corporation, fifty percent of the loss 
carryovers may be used. 

The Senate Committee Report says 
that Section 269 will not be applied to 
the acquisition of a loss corporation if 
the carryovers are subject to the limita- 
tion of Section 382(b). This would 
seem to indicate that if a relatively in- 
significant portion of the carryover loss 
is sacrificed there need be no concern 
over Section 269. If Section 269 is to 
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seems only fair that it should also be 
applied to acquisitions limited by Sec. f 
tion 382(b). 
' (B) type reorganizations, involving 
an exchange of stock for stock, are not 
covered by Sections 381 and 382. If 
a loss corporation is acquired in this 
way. its business may be changed and 
the limitations of Section 382 will not 
apply. 
If a loss corporation and a _ profi 
corporation are to be merged in such 
a way that the loss carryovers may be 
utilized in whole or in part, it sali 
seem desirable to have the profit cor. 
poration as the survivor. In case the 
continuing corporation should incur 
further losses, they could be carried 
back to offset prior income of the profi } 
corporation and possibly provide an 
immediate tax benefit which would | 











erwise not be obtainable until later 
years through application of the los 
against future income. 

The present lack of regulations under 
all of the sections relating to carryover 
leaves many things open to doubt. In / 
any transactions involving loss corpo: 
rations it would be well to proceed with 
extreme caution, until such time as the 
regulations have been issued and the 
Commissioner gives his interpretation 
of the new provisions. ; 





Revenue Rulings of 1956 


(Continued from page 48) 


satisfied by the credit. It now holds 
that additional interest will be collected 
and offset only if an unqualified notice 
and demand has been issued for the 
amount of the tax which was satisfied 
by credit of the overpayment. (56-573). 
Interest accrues on a deficiency in tax 
for the period during which the affairs 
of a taxpayer are being administered 
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by the bankruptcy court and may bi 
properly offset against any refund duel 
the taxpayer. (56-162). If an intent wf 
fraudulently evade tax is shown, the 
50% fraud penalty will be assessed 
even though the taxpayer has at a late! 
time filed returns which showed the 
correct tax liability and paid the taf 
and interest. (56-54). 
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Committee Activities 


How Can Bankers Obtain Information About CPAs? 


By Garrett T. Burns, C. P. A. 





Cooperation With Bankers. 


The Committee on Cooperation with 
Bankers is deeply conscious of its re- 
sponsibility to serve all members of the 
Society. During past meetings much 
time has been devoted to discussions 
about reported discriminations by bank- 
ers against smaller, or less known, 
C. P. A. firms. The difficulty usually 
stems from the fact that bankers do 
not have adequate information about 


a ?. As 


Various suggestions for appropriate 
recognition of smaller firms have been 
discussed. These talks have always pro- 
ceeded upon the premise that quality 
performance depends upon the com- 
petence of the personnel assigned to en- 
gagements, and not upon the size of 


the C. P. A. firm. 


One proposed solution has been for 
the Society to assemble detailed in- 
formation about its members and to 
act as a sort of “clearing house” for 
inquiries of bankers. When the magni- 
tude of such an undertaking is con- 
sidered, it will readily be admitted that 
this procedure would place a substan- 
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A comment by the chairman of the Society’s Committee on 


tial burden on the Society’s office. The 
same idea has been submitted to the 
bankers for consideration, but has en- 
countered objections for various rea- 
sons. 


Moreover, it is highly doubtful 
whether the members would be will- 
ing to submit the complete data that 
would be necessary to aid in forming 
opinions about their firms. Informa- 
tion about clients, size of personnel, 
etc., is usually regarded as confiden- 
tial and in all probability it would not 
be furnished even if the Society agreed 
to maintain such a record. 


Granting that there have been cases 
where C. P. A. firms have been re- 
jected without “a day in court,” it 
must nevertheless be remembered that 
the lending bankers have the respon- 
sibility for loans made and must pro- 
tect themselves in cases where doubt 
exists or information necessary for 
evaluation is lacking. 


It has been the impression of the 
Committee that the problem seems to 
narrow down to one or two work- 
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How Can Bankers Obtain Information About CPAs? 


able solutions. The C. P. A. firm 
should see that its members broaden 
their acquaintances with the lending 
officers of banks, especially in the banks 
where their clients do business. Like- 
wise, bankers should make every effort 
to establish an effective liaison with 
smaller C. P. A.’s whose statements come 
across their desks. There is no ade- 
quate substitute for these personal con- 
tacts. Backed up by quality perform- 
ance on engagements, it is one way to 
overcome the handicap that confronts 
smaller firms who do not become known 
through published annual reports and 


S. E. C. filings. 


Another solution is for members to 
take a more active interest in the So. 
ciety’s affairs and to become better 
acquainted with their fellow practition. 
ers who frequently are called upon to 
answer inquiries about other members, 


Through its contacts with the coun. 
terpart group of the Robert Morris 
Associates, the Committee would be 
willing to help the Society’s member 
firms and individual practitioners in any 
manner deemed appropriate in their 
relations with bankers, and would, in 
this connection, be receptive to any sug- } 
gestions that appear feasible. 





When Does a CPA Disclaim an Opinion? 


The CPA should not express an opinion that financial statements present 





= 


fairly financial position and results of operations in conformity with gener- 


ally accepted accounting principles, when his exceptions are such as to nega- 
tive the opinion, or when the examination has been less in scope than he 
considers necessary to express an opinion on the statements taken as a : 
whole. In such circumstances, whenever the CPA permits his name to be 
associated with financial statements, he should state that he is not in a 
position to express an opinion on the statements taken as a whole and 
should indicate clearly his reasons therefor. 

His disclaimer of opinion should be stated in writing either in a letter of 


transmittal bound with the financial statements or in the more conventional 
However, when financial statements pre- 


short-form or long-form report. 





pared without audit are presented in a CPA’s report cover or on his station- 
ery without comment by the CPA, a warning, such as Prepared from the 
Books Without Audit, appearing prominently on each page of the financial 


statements is considered sufficient. 


from “40 Questions and Answers about Audit 


Reports”, an AIA booklet, September 1956. \ 
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New York State Tax Forum 


Conducted by BENJAMIN Harrow, C.P.A. 


Does New York Accept Section 337 of the 1954 Code? 
Conversion under Federal and State Income Tax Laws... 
. Destroying the Real Estate Classifica- 
Period Covered by a Franchise Tax. 


Indebtedness to a Stockholder . 
Hon... 


Does New York Accept Section 337 of 
the 1954 Code? 

Section 337 provides that no gain or 
loss shall be recognized to a corpora- 
tion from the sale of property within 
a 12 month period beginning on the 
date of the adoption of a plan of com- 
plete liquidation of the corporation. 
The purpose of this provision was to 
eliminate a double tax, once to the 
corporation that sells the property at 
a profit and again upon the distribu- 
tion of the assets of a corporation upon 
liquidation. 





BENJAMIN Harrow, C.P.A., has been ‘a 
member of our Society since 1928, and 
a member of the American Institute of 
Accountants since 1922. He is a mem- 
ber of the New York Bar and Professor 
of Law at St. John’s University. 

Mr. Harrow is a past Vice-President 
of the Society. He is a member of the 
Society’s Committees on Meetings and 
Committee Operations, and has served 
for a number of years on the Institute’s 
Committee on Federal Taxation. 

Mr. Harrow is engaged in practice 
as a certified public accountant and at- 
ies in his own office in New York 
Uy, 
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. Involuntary 
Interest on 


Under the New York franchise tax 
law one basis of the tax is entire net 
income and the law provides that entire 
net income “means total net income 
from all sources which shall be pre- 
sumably the entire net income which 
the taxpayer is required to report to 
the United States. . . .” with certain 
additions and deductions. 

Present Article 9A went into effect 
on March 31, 1944. On that date the 
Internal Revenue Code as amended by 
the Revenue Acts of 1939 to 1943 was 
in force. It must be assumed that in 
adopting federal net income as a pre- 
sumption, the State legislature had in 
mind some particular revenue act, pre- 
sumably the most recently enacted one. 
It cannot be assumed that the legisla- 
ture delegated to Congress the right to 
change the state’s income base every 
time Congress changes its own definition 
of net income. Legislative powers can- 
not be delegated. 

Nevertheless the State Tax Commis- 
sion in administrating the law does 
take into account, in determining entire 
net income, the changes made in the 
federal definition of net income since 
the last enactment of the State fran- 
chise tax statute. Presumably Section 
337 would thus be accepted for deter- 
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mining entire net income for franchise 
tax purposes. 


Involuntary Conversion under Federal 
and State Income Tax Laws 

Since there is no interrelationship in 
the income tax laws between net income 
under the federal law and net income 
under the state law, as there is in 
Article 9A, federal changes in the defi- 
nition of net income in no way 
affect the definition of net income 
under the state law unless the state 
legislature specifically changes the law. 
Thus the changes in the 1954 Code 
with respect to involuntary conversions 
(I.R.C. Sec. 1033) do not affect the 
New York Law, (Section 354.4 and 
Regulation Article 493(2) and (b)). 

If property is used in a trade or 
business, in the case of a loss on an 
involuntary conversion both laws pro- 
vide that the loss is deductible in full 
to the extent that the depreciated cost 
exceeds insurance or condemnation re- 
covery plus salvage value. In the case 
of other property the state allows a 
capital loss for a _ loss resulting 
from seizure, requisition, condemna- 
tion, while the federal law does not 
allow any deduction for a loss. In com- 
puting the loss for state purposes on 
personal property other than a resi- 
dence, depreciation must be taken into 
account even though no depreciation 
is allowed as a tax deduction. 

If property is used in a trade or 
business, a gain resulting from an in- 
voluntary conversion is ordinary in- 
come under state law and capital gain 
under federal law if held for more than 
six months. A gain on capital assets is 
reported as such under both laws. 

The state law provides that no gain 
is recognized if the money received is 
forthwith expended in the acquisition 
of other property similar or related in 
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service or use to the property so con- 
verted, or in the acquisition of control 
of a corporation owning such property 
or in the establishment of a replace. 
ment fund. Under federal law there no 
longer is the provision for a replace- 
ment fund. 


Interest on Indebtedness to a Stockholder 


In arriving at entire net income 
under Article 9A, the deduction for 
interest paid on indebtedness to cor- 
porate or individual stockholders or 
to members of the immediate family of 
an individual stockholder is limited to 
10% of the total amount paid to such 
person. The deduction is allowed in 
full to the extent of $1,000. and also 
where the investment allocation per- 
centage is applied to entire net income. 

One of our members asks this ques- 
tion. A stockholder owns all the stock 
of Corporation A and 50% of the stock 
of Corporation B. Corporation A is 
indebted to Corporation B and _ pays 
interest on the indebtedness to Corpora- 
tion B. Is such interest deductible in 
arriving at entire net income of Cor- 
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poration A? ‘ 

In our opinion Corporation B is not 
directly a stockholder of Corporation 
A nor does Corporation B come within 
the provision relating to members of 
the immediate family. The regulations 
include in that term, brothers and 
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sisters, a spouse, ancestors and lineal 
descendants. Constructive ownership 
through corporations is not included. 
The interest paid would thus be fully . 
deductible. 
In the case of interest paid by a 
subsidiary corporation to a_ parent 
stockholder, the general rule applies 
that only 10% of the interest paid to | 
the parent corporation is deductible. 
However the law defines subsidiary 
capital as investment in stock of sub- 
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New York State Tax Forum 


sidiaries and any indebtedness from 
subsidiaries, on which interest is not 
claimed and deducted by the subsidiary 
for purposes of taxation. Ordinarily 
it will be advantageous not to deduct 
the allowed 10% of interest payable to 
the parent. The total indebtedness then 
constitutes subsidiary capital for the 
parent and that is taxed at the low 
rates cf 1g mill to 14 mill. The inter- 
est received is excluded from entire net 
income. 


Destroying the Real Estate Classification 


A real estate corporation sells its 
only asset at a substantial profit, which 
is all in cash. For the balance of the 
year its money is uninvested. Does it 
still qualify as a real estate corpora- 
tion? Yes, even though it is tempo- 
rarily not engaged in any of the activi- 
ties that qualify a corporation as a 
real estate corporation. If the inactivity 
continues for too long a time, the Tax 
Commission will change the classifi- 
cation. 

Suppose the stock of the real estate 
corporation is owned by another cor- 
poration and the real estate corpora- 
tion lends some of its cash to its stock- 
holder. Will that fact destroy its classi- 
fication as a real estate corporation? 
The Tax Commission says yes, even 
though there is no specific provision in 
the law authorizing such a change, as 
there is if a real estate corporation in- 
vests more than 10% of its gross assets 
in securities. Because the law makes 


no specific provision for a change in 
classification by reason of loans to 
stockholders, the Tax Commission has 
not made such a change if the loan is 
repaid before the end of the calendar 
year. 


A loan to stockholders has the ear- 
marks of a distribution by the corpora- 
tion and the Tax Commission could 
argue for a 2% tax on the distribu- 
tion. If the real estate corporation 
loses its classification the 2% tax would 
apply to the entire surplus of the 
corporation. 


Period Covered by a Franchise Tax 


Under Article 9A a corporation is 
taxed for the privilege of having exer- 
cized its franchise for all or part of a 
calendar or fiscal year. In the case of 
a domestic corporation, the tax is levied 
for the mere possession of the privilege 
of exercising its franchise whether or 
not it actually utilizes such privilege 
by doing business. 


One of our members submits a case 
where a corporation received its charter 
on June 7, 1955. It actually com- 
menced business on July 1, 1955 and 
filed its first return for the period from 
July 1, 1955 to June 30, 1956. The 
Tax Commission claimed a tax for the 
period from June 7, 1955 to June 30, 
1955. Our member wanted to know 
what you do in such a case. The an- 
swer is very simple. You pay. The 
Tax Commission is right. 
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Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A. 


Pro ForMA FINANCIAL STATEMENTS 


In the September, 1956 issue of this 
magazine we called the attention of our 
readers to a proposed change by the 
SEC in its rule relating to the use of 
financial statements which give effect to 
proposed financing and application of 
the proceeds. The proposed rule has 
been adopted with some modifications. 
It seems appropriate to state this col- 
umn’s views regarding pro forma state- 
ments in general in the light of the new 
SEC rule. 


Institute Pronouncements 


In 1923 the membership of the 
American Institute of Accountants 
adopted the recommendations of a 
special committee on the subject of 
pro forma statements reading as follows: 


“I. The accountant may certify a 
statement of a company giving effect as 
at the date thereof to transactions en- 
tered into subsequently only under the 
following conditions, viz.: 


(a) If the subsequent transactions 
are the subject of a definite (prefer- 





Louis H. Rappaport, C.P.A., @ partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC Accounting Practice and Procedure. 
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ably written) contract or agreement 
between the company and_ bankers 
(or parties) who the accountant is 
satisfied are responsible and able to 
carry out their engagement; 

(b) If the interval between the date 
of the statement and the date of the } 
subsequent transactions is reason- 
ably short—not to exceed, say, four 
months; ' 
(c) If the accountant, after due in- 
quiry, or, preferably after actual in- 
vestigation, has no reason to suppose 
that other transactions or develop. | 
ments have in the interval materially 
affected adversely the position of the 
company; and 

(d) If the character of the transac- 
tion to which effect is given is clearly 
disclosed, i.e., either at the heading 
of the statement or somewhere in the 
statement there shall be stated clearly | 
the purpose for which the statement 
is issued. 


“II. The accountant should not cer- 
tify a statement giving effect to transac: 
tions contemplated but not actually en- 
tered into at the date of the certificate, 
with the sole exception that he may give 
effect to the proposed application of the 
proceeds of new financing where the 
application is clearly disclosed on the 
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Accounting at the SEC 


face of the statement or in the certificate 
and the accountant is satisfied that the 
funds can and will be applied in the 
manner indicated. It is not necessary 
that the precise liability shown in the 
balance sheet before adjustment should 
actually be paid out of the new money. 
It is sufficient, for instance where the 
balance sheet before the financing shows 
bank loans, if the proceeds are to be 
applied to bank loans which are either 
identical with or have replaced the bank 
loans actually outstanding at the date of 
the balance sheet. Ordinarily, however, 
the accountant should not apply the pro- 
ceeds of financing to the payment of 
current trade accounts payable, at least 
not against a normal volume of such 
current accounts payable, because there 
must always be such accounts outstand- 
ing. and the application of new moneys 
against the outstandings at the date of 
the balance sheet results in showing a 
position which in fact could never be 
attained. The accountant may usually 
best satisfy himself that the funds will 
be applied as indicated by getting an 
assurance from the issuing house on 
the point. 


“III. In any description of a state- 
ment or in any certificate relating there- 
to it is desirable that the past tense 
should be used. It should also be made 
that the transactions embodied 
have been definitely covered by con- 
tracts. 


clear 


“IV. When the accountant feels that 
he cannot certify to such a hypothetical 
statement, probably because of the 
length of the period which has elapsed 
since the accounts have been audited, he 
may be prepared to write a letter, not 
in certificate form, stating that at the 
request of the addressee a statement 
has been examined or prepared in which 
effect is given, in his opinion correctly, 
to proposed transactions (which must 
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be clearly specified). Such letters should 
be given only in very special cases and 
with the greatest care.” 


SEC Rules 
The SEC has revised its rule under 
the 1933 Act regulating the use of cer- 
tain kinds of pro forma statements. 
The rule now in effect is as follows: 
“Rule 170. Prohibition of Use of 
Certain Financial Statements. 
Financial statements which purport to 
give effect to the receipt and applica- 
tion of any part of the proceeds from 
the sale of securities for cash shall not 
be used unless such securities are to 
be offered through underwriters and 
the underwriting arrangements are 
such that the underwriters are or will 
be committed to take and pay for all 
of the securities, if any are taken, 
prior to or within a reasonable time 
after the commencement of the public 
offering, or if the securities are not 
so taken to refund to all subscribers 
the full amount of all subscription 
payments made for the securities. 
The caption of any such financial 
statement shall clearly set forth the 
assumptions upon which such state- 
ment is based. The caption shall be in 
type at least as large as that used gen- 
erally in the body of the statement.” 
The SEC’s rule permits the use of 
pro forma balance sheets giving effect 
to proposed financing where the under- 
writers agree to refund to subscribers 
all subscription payments in the event 
that all the securities are not taken by 
the underwriters. One result of this 
rule is to permit the use of a pro forma 
balance sheet showing a financial posi- 
tion which may not, in fact, be at- 
tained. The reasoning behind the rule 
may he that, if the financial position is 
not attained because of the under- 
writers’ decision not to take the securi- 
ties, the investing public will not be 
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hurt because they will get back any pay- 
ments they may have made on account 
of subscriptions. 

If a public accountant is called on 
to assist his client in the preparation 
of a pro forma balance sheet of the 
type under consideration, he should 
first ascertain the nature of the under- 
writers’ obligation. His purpose in in- 
quiring regarding the underwriters’ 
obligation is to determine whether it is 
the type of commitment that may be 
given effect to in pro forma balance 
sheets subject to SEC Rule 170. Some 
underwriting agreements, for example, 
provide that the underwriter, acting as 
an agent, will use his best efforts to 
place the securities with investors, but 
the underwriter is not committed to 
buy any of the securities. When the 
underwriting agreement is of the “best 
efforts” variety, the SEC does not per- 
mit the use of pro forma balance sheets 
giving effect to the financing since the 
company may not be successful in dis- 
posing of all of the securities, and ordi- 
narily there is arrangement for 
refunding investors’ payments if all the 


no 


securities are not sold. 

At the time the pro forma balance 
sheet is prepared the underwriting 
agreement is usually tentative—it does 
not become final, in fact, until shortly 
before the effective date of the regis- 
tration statement when all the terms of 
the agreement have been decided. Usu- 
ally, however, there is agreement in 
principle early in the engagement as to 
the nature of the underwriting agree- 
ment, that is, whether it is to be firm, 
“best efforts,” and so on. If the tenta- 
tive agreement complies with SEC 
standards, the pro forma balance sheet 
may be prepared with the understand- 
ing that its use will depend on the 
arrangements as finally agreed upon be- 
tween the company and the under- 
writers. 


2 





Although the accountant may have 
assisted his client in the preparation of 
the pro forma financial statements, the 
certification of such statements by the 
accountant is another matter. See the 
discussion below. 


Certificate or Letter with Respect to 

Pro Forma Statements 

If the pro forma financial statements 

are intended for filing with the SEC, 
the statements should comply with the 
requirements both of the Commission 
and of the American Institute of Ac- 
countants. Despite the fact of com- 
pliance with all such requirements, it 
does not necessarily follow that the pub- 
lic accountant should certify publicly 
or report privately concerning such 
statements. In our opinion, there is 
no objection to issuing a certificate cov- 
ering a pro forma balance sheet pro- 
vided: 

(1) that the underlying financial 
statements have been examined 
by the certifying accountant; and 

(2) that when the pro forma balance 

sheet gives effect to the sale of 
securities and application of the 
proceeds, the underwriters are 
firmly committed to take the 


issue, 


If the underwriters are not firmly 
committed to purchase the securities, the 
accountant, in our opinion, should not 
certify the pro forma balance sheet. 

From the foregoing discussion it will 
be observed that the SEC permits the 
use of pro forma balance sheets giving 
effect to financing in situations in which 
we believe the accountant should not 
certify. In our the accountant 
may certify pro forma balance sheets 
only if the transactions given effect to 
have been consummated or there is defi- 
nite assurance that they will be con- 
summated. 


view, 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice 


Conducted by Max Brock, C.P.A. 


Change in Column Title—Not of Scope . 
. Pencil Copy Interim Reports . 


Register . . 


Change in Column Title—Not of Scope 
Because the scope of this column in- 
cludes administration aspects other than 
routine office and staff management mat- 
ters, it has been felt for a long time that 
the title was not realistic. Accordingly, 
in the spirit of innovation recently ob- 
served in this publication, the title of 
this column was changed to one that is 
more representative of its all-embracing 
administration scope. Hope you like it! 


Client and Industry Register 

When the number of a firm’s clients 
increases to the point that the partners 
just don’t know all of them at least by 
name, that’s the time to prepare, at 
periodic intervals (perhaps annually), a 
client and industry register. This will 
serve a number of practical purposes, 
such as: 





Max Biock, C.P.A. (N. Y., Pa.) is a 
former chairman of the Committee on 
Administration of Accountant’s Practice 
of the New York State Society of Certi- 
fied Public Accountants. He is a lecturer 
at The City College of New York in 
the graduate course on Accounting 
Practice. Mr. Block is a member of the 
firm of Anchin, Block & Anchin. 
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. . Client and Industry 
. . Staff Manuals. 


Avoidance of embarrassment in meet- 
ing a client of your firm and not being 
aware of it. 


Ability to refer to clients in certain 
industries when dealing with prospective 
clients. 

Development of sources of industry 
data from amongst own clients in a par- 
ticular industry. 

Facilitate application of new account- 
ing and tax ideas to clients in a par- 
ticular industry. 

Facilitate obtaining industry system, 
accounting and tax practices for new 
clients. 


Ete., ete. 


The form of this register has no rigid- 
ities. It can be of any make-up, size, 
and shape as will serve the purpose and 
satisfy the individuals concerned. A sim- 
ple, convenient form would be a type- 
written list containing clients’ names and 
addresses classified according to indus- 
try groups. If one likes the idea, a com- 
panion list may be prepared listing 
alphabetically all clients, and noting as 
to each the address and industry. Other 
data can be incorporated, such as name 
of partner in charge, bank connections, 
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out-of-town locations, and any other that 
may he desired. 


Pencil Copy Interim Reports 


The value of financial statements, ac- 
countants recognize, diminishes with the 
length of time between their date and 
the date submitted to the client. Major 
delay factors are the time required for 
typing and proofreading the financial 
statements, and making corrections 
when required. This condition is ag- 
gravated in many offices by the lack of 
qualified satistical typists, and by the 
typing backlog resulting from absences 
due to illnesses, vacations, and other 
reasons. 

A generally similar state of affairs 
prevailed with respect to the disposition 
of tax returns, aggravated further by 
seasonal bulges which required consid- 
erable overtime and resulted in many 
strains, and difficulties. In this area the 
problem has been solved by many ac- 
countants by the reproduction of pencil 
copies of tax returns. This procedure 
has been in effect amongst some repre- 
sentative accounting firms for sufficient 
years to warrant the conclusion that it 
is acceptable to clients, to the Internal 
Revenue Service, and to certain other 
tax departments. Moreover, the accept- 
ance by clients was largely without 
incident. 

Can pencil copy reproductions be 
applied to financial statements? The 
answer is yes, in some opinions, de- 
pendent on the type of statement, the 
form, and its purpose and utilization. 


Interim reports, for monthly and 
other short periods, constitute the 
largest report category that lends itself 
to pencil copy reproduction. In many 
accounting firins interim reports are a 
far larger typing problem than annual 
reports. Such firms obviously are most 
concerned with this possibility. The 
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interim report is usually one as to which 
an opinion is disclaimed, earnings are 
often estimated, and in some instances 
only “break-even” inventory require- 
ments are submitted. These reports are 
usually created for management guid- 
ance purposes and are not commonly 
submitted for credit purposes. Their 
value is largely momentary and not of 
the historical importance of the annual 
report. Thus, where clients are willing, 
for reasons of expediting the receipt of 
timely data, and perhaps for reduction 
in accounting service charges, to ac- 
cept reproduced pencil copy statements, 
there is no practical reason, in the view 
of an increasing number of local prac- 
titioners, why such reports should not 
be submitted. 

Reference was made to this _possi- 
bility in this column in the August 1953 
issue. It is repeated at this time be- 
cause of the increasing difficulties many 
accounting offices are experiencing with 
typing department personnel, costs, and 
resistance against fee increases. 

There are several different approaches 
to the use of pencil copy financial data. 
In one reported instance, figures are 
recorded directly in a client’s binder for 
financial statements, in pencil. In an- 
other, pencil copy financial statements 
(mechanically reproduced) are mailed 
to a client for insertion in a binder. 
Others mail a pencil copy (mechanic: 
ally reproduced) of a monthly report 
with a legal-back type of binding. In 
instances, account titles are typed in 
advance, as well as columnar titles, cap- 
tions, etc., and only figures and dates 
are recorded in pencil. Pencil copy 
statements must, of course, be subject 
to the same rigid review as typed state- 
ments. Lack of letters of transmittal 
and the non-appearance of the account- 
ant’s name on the statements, where 
those conditions exist, present a profes- 
sional problem. How serious is this 
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Administration of a CPA Practice 


problem? Does it hurt the profession? 
Will it boomerang? These are questions 
for which the answers are not easy. 
Views on this subject, and accountants’ 
experiences with pencil copy statements, 
are solicited. 


Staff Manuals 


This column has long been an advo- 
cate of staff manuals. This is a tool for 
the establishment of uniformity in audit, 
report and tax practices; the publica- 
tion of personnel and office administra- 
tion information; and to facilitate the 
orientation of new personnel. 

In the September 1952 column it was 
noted that a report manual of Charles 
S. Rockey & Company was available for 
reference at the library of the American 
Institute of Accountants. Sections of 
report and staff manuals will be found 
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in the CPA Handbook and in Rockey’s 


Accountant’s Office Manual. 


Mr. Rockey, the author of Account- 
ant’s Office Manual (Prentice-Hall), re- 
cently sent a copy of his firm’s revised 
staff manual to the editor of this col- 
umn. It is a fine job and the result of 
years of work in gathering, writing up, 
editing and revising his firm’s policies. 
A very limited number of copies are 
available for purchase by New York 
accountants for $7.50 per copy, directly 
from Charles S. Rockey & Company, 
Philadelphia. Accountants who have 
despaired of ever creating a staff manual 
of their own will find this manual a 
great help. It deals essentially with per- 
sonnel relations, office operation, valu- 
able guides to staff with respect to 
audits, special engagements, and tax 
work. 
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Payroll Tax Notes 


Conducted by SaMuEL S. Ress 


Penalties . . 
Research and Statistics . . 





Establishments. . 
Employee Welfare Funds. . 
Funds. 

Unemployment Insurance — Employers 


of Two or More Employees Covered 

January 1, 1957 

All members who have clients who 
operate small businesses should check 
immediately to find out how a recent 
amendment to the law may affect them. 
The amendment to the unemployment in- 
surance law provides that any firm 
which had two employees on January 1, 
1957, or any firm putting on a second 
man for even a day thereafter, is sub- 
ject to the law and must pay taxes and 
fulfill the other responsibilities of an 
employer covered by the law. The state 
will send many of the newly covered 
small employers notice of their liability. 
The importance of complying with the 
requirements and the expense of not 
complying should be called to the client’s 





SAMUEL S. Ress, an Associate Member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society’s 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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Unemployment Insurance—Employers of Two or More Employees 
Covered January 1, 1957 . . . Request Reporting Requirements and 

. Cooperation of the Profession Sought by The Bureau of 

. Wage and Hour Law Exemption for Retail 

. Overtime Hours As An Economic Indicator... 

. Required Reports from Employee Welfare 


attention. A delinquent firm must pay 
all back payments from the day it be. 
came liable, plus interest on the unpaid 
amount at the rate of 9 per cent per 
year. If the newly covered client has 
not as yet received notice of his em- 
ployer registration number, write imme- 
diately to: 
Unemployment Insurance Accounts 
Bureau 
Division of Employment of the New 
York State Department of Labor 
800 North Pearl Street, Albany 1, 
New York. : 


Copies of the new question and an- 
swer booklet and Handbook may be 
obtained to assist you in meeting the 
requirements of the new law. 


Request Reporting Requirements 

and Penalties 

This department has pointed out the 
difficult situation in which many ac- 
countants are placed because of the 
requirement that requests for employ- 
ment wage data must be filed within 
seven days of their mailing date by the 
Division of Employment to the em- 
ployer 
generally his accountant. Under such 
circumstances there just is not enough 
time to file a correct and timely report 
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Payroll Tax Notes 


when the employees are paid on a 
piece-rate or variable pay basis. 

A recent letter from one of our mem- 
bers to the New York State Society 
was referred to this department; it 
sets forth the impossible position of 
the accountant who wrote the letter, 
which makes the imposition of the $10 
penalty a certainty for each late re- 
quest report filed by the accountant for 
his client. Under the circumstances, as 
was pointed out in last month’s column, 
some relief should be given, whether by 
regulation of the Commissioner of 
Labor or, if need be, by amendment to 
the statute itself. It has been suggested 
that the seven-day period be extended 
to fourteen days, and that the penalty 
be imposed only in cases of willful fail- 
ure to comply with the reporting re- 
quirements. 


Cooperation of the Profession Sought by 
The Bureau of Research and Statistics 
There were 6,058,800 persons em- 

ployed in New York State during Oc- 
tober 1956. The upward trend in non- 
factory employment in construction, 
wholesale and retail trade, 
government and the banking, insurance, 
and finance industries more than over- 
came the drop in manufacturing em- 
ployment principally in the apparel, 
rubber goods, textiles, leather, food 
products and tobacco manufacturing 
industries. This necessary economic in- 
formation is provided by reports made 
by accountants. 


service, 


The Division of Employment of the 
New York State Department of Labor 
is requesting the cooperation of mem- 
bers of the profession in connection with 
its long standing program for monthly 
collection of information on employ- 
ment and payrolls under joint arrange- 
ments with the United States Bureau of 
Labor Statistics. The program, which is 
based on the reports from a sample of 
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all employers, is the source of our basic 
information on employment, wages and 
hours of work at the local, state and 
national levels. The data are the basis 
for governmental policy on employ- 
ment; they are used in private adminis- 
tration to assist in wage negotiations, 
plant locations, zoning, transportation 
planning, and for many other private 
and public purposes. 

The manner in which we can help is 
to assist in the completion and mailing 
of monthly reports as soon as possible 
after the pay period ending nearest 
the 15th of the month but not later 
than the end of the month, for firms 
with which we have contact. Late re- 
ports dislocate the processing proced- 
ure, create backlogs and delay the 
preparation of the data. Missing re- 
ports affect the validity of the published 
data. If your scheduled visit to a 
reporting firm does not permit timely 
report preparation by you, the Division 
requests that you instruct the book- 
keeper, payroll clerk, supervisor or 
whoever prepares the payroll, in the 
preparation and mailing of the report, 
and that you impress on them the neces- 
sity to do so promptly. If either of 
these arrangements is not feasible, 
please communicate with the Division’s 
Bureau of Research and Statistics, 500 
Eighth Avenue, New York, 18, N. Y., 
(telephone—Longacre 3-7660, extension 
505). Every effort will be made to 
effect mutual satisfaction. 


Wage and Hour Law Exemption 

For Retail Establishments 

The exemption is provided by sec- 
tion 13(a)(2) of the Fair Labor 
Standards Act administered by the 
U. S. Department of Labor’s Wage and 
Hour and Public Contracts Division. 
Any employee of a retail or service 
establishment is exempt from the Fed- 
eral statutory minimum wage and over- 
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time pay provisions if the establish- 
ment makes 50 percent or more of its 
annual dollar volume of sales within 
the state and if at least 75 percent of 
the establishment’s total annual dollar 
volume of sales consists of sales which 
are not for resale and are recognized 
as retail in the particular industry. In 
applying this retail exemption to the 
coal industry, the Administrator has 
proposed that sales for resale includes 
sales of coal to other dealers, to ped- 
dlers, and sales of coal for use in the 
production of a specific product to be 
sold, in which coal is an essential in- 
gredient or the principal raw material. 
for use in the 
or industrial 


However sales of coal 
general manufacturing 
process such as in laundries, bakeries, 
nurseries, canneries, etc. or for space 
heating, are not sales for resale and 
may he recognized as retail. It would 
seem that similar tests could be applied 
to the sale of products other than coal 
in order to determine whether or not 
the client may claim an exemption as 
a retailer from the Wage and Hour 


law. 


Overtime Hours As An Economic 
Indicator 


that the British 
a better eco- 


It has been said 
chartered accountant is 
nomic theorist than the American cer- 
tified public accountant. Lest that 
statement go unchallenged so far as 
members of the Society are concerned, 
interested readers can build up their 
store of economic knowledge by secur- 
ing a reprint of “Overtime Hours As 
An Economic Indicator” from the 
U.S. Department of Labor, Bureau of 
Labor Statistics, 341 Ninth Avenue, 
New York 1, New York. It is pointed 
out that when changes in demand or in 
anticipated demand, require changes in 
labor inputs, a firm may react in a 
In the long run, it 


number of ways. 
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may substitute capital for labor, reor- 
ganize its production methods, break 
down its jobs, ete. In the short run, 
however, changing hours of work offers 
certain advantages to management. If 
the firm is not certain that the 
conditions will persist, increasing or 
decreasing hours of work offers a flex. 
ible method of adjusting labor inputs 
which, on the downswing, minimizes the 
disruption of a trained work force and 
the creation of morale problems and, 
on the upswing, avoids the expense of 
recruiting and training new workers. 
Changing the hours of work is_ the 
fastest way of changing labor inputs. 
Increasing hours of work, rather than 
hiring additional workers, avoids the 
dilution of scarce trained supervisory 
and administrative personnel. Over- 
time premium pay may be an induce- 
ment in recruiting new workers and 
retaining old ones. It may be a better 
alternative than hiring less desirable 
untrained help. It tends to stabilize the 
working payroll force and results in 
lower unemployment insurance and 
social security payroll tax costs. Lower 
unemployment insurance tax rates are 
more likely by refraining from repeated 
acquisitions and separations from the 
payroll of the employer. 


new 


Employee Welfare Funds 


In the ninety-seventh annual report! 
of the Superintendent of Insurance of 
the State of New York to the 1956 Leg- 
islature, he reported that approximately 
three-quarters of the workers of this 
State look to their employer-sponsored 
or union-negotiated welfare and_pen- 
sion programs to meet the hazards of 
illness, old-age and death. He points 
out that the constant accumulation of 
resources in these welfare funds is 
exerting a marked influence on many 
sectors of our economy, ranging from 
the saving and spending habits of our 
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Payroll Tax Notes 


citizens to corporate control and man- 
agement as well as the investment 
markets. The Insurance Department 
had been studying the problems of em- 
ployee benefit plans for several years. 
As a result of the abuses disclosed by 
two investigations, comprehensive leg- 
islative recommendations for the con- 
trol and supervision of such plans were 
submitted. The legislature followed 
through and enacted a much-needed 
amendment to the Insurance Law known 
as Article III-A, Employee Welfare 
Funds, and a similar amendment to the 
banking law, requiring the registra- 
tion, examination, and supervision of 
employee welfare funds as defined in 
the statute, which reads: 


The term “employee welfare fund”... 
shall mean any trust fund or other fund 
established or maintained jointly by one 
or more employers together with one or 
more labor organizations, whether directly 
or through trustees, to provide employee 
benefits ... to which is paid or contracted 
to be paid anything ... by or on behalf of 
any employer doing business in this state 
or for the benefit of any persons em- 
ployed in this state; ... 


Required Reports from 

Employee Welfare Funds 

On or before March 1, 1957, two 
completed annual statements and two 
completed annual reports must be sub- 
mitted to the New York State Insurance 
Department, Welfare Fund Bureau, by 
every registered Employee Welfare 
Fund as defined in the law. The initial 
registration statement was due Novem- 
ber 30, 1956. The registration state- 
ment must be prepared and filed for 
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each “Employee Welfare Fund” by two 
members of the Board of Trustees of 
the fund, one representing the employer 
group, and the other representing labor 
representatives on the Board of Trus- 
tees. 

Documents to be filed with the regis- 
tration statement are: 


1. Plan as amended to date. 
2. Trust indenture as amended to date. 


3. Any separate Trust indenture or 
other instrument appointing a bank 
or trust company to act as trustee 
or agent. 

4. Any collective bargaining agree- 
ment or agreements, or the provi- 
sion or provisions relating to the 
Plan or Fund. 

5. Any booklet or other written mate- 
rial descriptive of the Plan or Fund 
that is given or made available to 
employees. 

6. Latest financial statement or ac- 
countant’s report, if any. 

The penalty for failure to file the 
registration statement is not to exceed 
$2500 to be imposed against any trus- 
tee of an “Employee Welfare Fund” 
subject to the law, or removal from 
office, or both, if after hearing the 
Superintendent finds that the trustee 
has wilfully failed to file such state- 
ment. 

In providing the figures required by 
the 1956 annual statement due by March 
1, 1957, the instructions provide that 
“. . valuation of invested assets .. . 
must conform with sound accounting 
practice ...”. 
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Federal Income Tax Notes 


Conducted by Richarp S. Hesrein, C.P.A. 


Tax v. Accounting Principles. . 


Cost Pension Contributions. . 


Tax v. Accounting Principles 


Tax and accounting principles again 
conflict. When the taxpayer sold coupon 
books for servicing of automobiles. the 
amount received was credited to a re- 
serve account, and not reported as in- 
come until the work was performed. 
The Court finds this method incorrect 
(although it does not discuss the issue) 
but states that since the statute of 
limitations had run on years in which 
the money had been received, the entire 
reserve is to be reported in the year 


. Straws In the Wind? . . . Incorporation 
of Partnership . . . Trust Investment in Partnership . . . Redemption of 
Preferred Stock .. . New Informal Conference Procedures . . . Section 102 
... Time of Deduction . . . Each Dividend Must Be Listed . . . Actuarial- 

. Involuntary Conversions. 





Ricuarp S. Hetsten, C.P.A., has been 
a member of our Society since 1940. 
He has been a member of the Commit- 
tee on Federal Taxation, as well as 
various other committees. He is pres- 
ently a member of the Committee on 
Publications. 

Mr. Helstein has contributed to account- 
ing and other publications, and deliv- 
ered addresses before our Society and 
other professional societies. He is asso- 
ciated with a prominent accounting firm 


in New York City. 
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in which the “allocation erroneously 
made” was discovered in order that the 
income shall not escape taxation. It 
justifies this holding by saying that the 
government had not hitherto been aware 
of the taxpayer’s method of deferral 
of income. (C. Standlee Martin Inc. 


et al v. Robert A. Reddell. U.S.D.C. } 


So. Dist. Calif., 10/1/56) 


Straws In The Wind? 


It is particularly interesting to note 
that most of the testimony before the 
Mills Committee was concerned with the 
reenactment of Sections 452 and 462, 
covering the deferment of income over 
the period when earned, and the deduc- 


st 








tion through reserves of estimated ex- 
penses, It would appear that Sections 
452 and 462 will be reenacted, bat | 
that there will be some provision t* 
avoid the tremendous tax loss to os 


Treasury in the year of change-over. 
} 


Incorporation of Partnership 


A father and son incorporated their 
partnership in two steps. First, they f 
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transferred certain of the assets of the 
partnership to the corporation in ex- 
change for stock of the corporation in 
the last month of the year. Two days 
later, on January 2, the remaining 
assets were transferred under an install- 
ment contract payable over a ten-year 
period. Commissioner contended this 
was all one transaction, under Sec. 112 
(b)(5) IRC 1939, and that the corpo- 
ration must use the basis of the assets 
to the partnership for depreciation pur- 
poses. He further contended that pay- 
ments under the installment contract 
were dividends. 

The Tax Court held otherwise. It 
found that: (1) there was good “busi- 
ness purpose” under the facts adduced; 
(2) the corporation was adequately 
capitalized, with a ratio of approxi- 
mately two to one; (3) the stock re- 
ceived for the original transfer was in 
proportion to the fair market value of 
the partners’ interests in the partner- 
ship; (4) and that the sale was a bona 
fide one. (Warren H. Brown, 27 TC 

__ No. 3) 


Trust Investment in Partnership 


Where a trust had been found not to 
be a member of a partnership, but had 
contributed capital, the Tax Court held 
it to be entitled only to reasonable com- 
pensation for the use of the trust capi- 
tal, and not to a share of the profits. 
The compensation, which is deductible 
by the partnership, is geared to the 
amount of trust capital used in the 
business, and not to profits earned by 
the partnership. (7. M. Stanback et al. 
a _.___ We. 3) 


Redemption of Preferred Stock 


Redemption of preferred stock was 
held not taxable as a dividend where 
the preferred stock had been issued in 
exchange for notes which the sole stock- 
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holder had accepted for salary in prior 
years. The notes were reported as ordi- 
nary income in the years received. To 
tax the distribution as a dividend would 
result in double taxation—“a result al- 
ways to be avoided unless required by 
the express mandate of the taxing stat- 
ute.” (Estate of Henry A. Golwynne, 
26 TC 151) 


New Informal Conference Procedures 


New conference procedures have been 
set up at the Field Audit level where 
the taxpayer and the Examining Officer 
fail to reach an agreement. In each dis- 
trict, all cases on which there are to 
informal conferences will be re- 
viewed by a Conference Coordinator, 
who will assign them for conference. 
The policy of the Service is that wher- 
ever possible the case will be assigned 
to the group supervisor of the Exam- 
ining Officer, but where the group sup- 
ervisor has disqualified himself, or 
where, in the judgment of the Confer- 
ence Coordinator the case involves spe- 
cial or complicated issues, the Confer- 
ence Coordinator may assign the case 
to a special conferee, or take jurisdic- 
tion himself. (Rev. Proc. 56-34, IRB 
1956-45, 32) 


be 


Section 102 


The Tax Court held for the taxpayer 
in an attempted assertion of Section 
102, IRC 1939 despite a ratio of cur- 
rent assets to current liabilities of over 
4 to 1, and despite the fact that cash 
and government bonds accounted for 
more than 59% of the current assets, 
44% of total assets and were twice the 
current liabilities. Because the tax- 
payer was entering a period of keen 
competition, and had outmoded ma- 
chinery, it needed capital in the busi- 
ness. (Newman Machine Co., Inc., 26 


TC No. 133) 
71 
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Time of Deduction 

A “cash basis” individual is not al- 
ways on a cash basis even though he 
has actually paid for a statutory deduc- 
tion within his tax year. A taxpayer 
who paid a dependent’s 1951 hospital 
bill in 1950 was not entitled to the 
deduction on his 1950 tax return. The 
Court held that a medical deduction is 
allowable only when an expense is both 
incurred and paid. Since the taxpayer 
did not legally owe the bill in 1950, the 
amount paid did not represent an ex- 
pense “incurred”. (Robert S. Bassett 


and Florence B. Bassett, 26 TC No. 77) 


Each Dividend Must Be Listed 

When preparing form 1040, a stock- 
holder is required to list separately each 
dividend received, or credited or re- 
ceived through a broker who is the 
record owner of the stock. (Rev. Rul. 
56-567, IRB 1956-45, 26) 


Actuarial-Cost Pension Contributions 

The Commissioner has taken an 
equitable position with respect to cer- 
tain actuarial-cost pension contributions. 
Because of his change of position with 
regard to Saalfield Publishing Co. (11 
TC 756), many taxpayers could have 
been seriously hurt. 

In Saalfield, the Tax Court held that 
contributions to pension trusts to cover 
actuarial’ costs of providing past and 
current service benefits are to be de- 
ducted in full in the year or years paid. 

Originally, the Commissioner “non- 
acquiesced” to this decision (1949-] 
CB 6), but in 1952 reversed his posi- 
tion and acquiesced (1952-2 CB 3). As 
a result, taxpayers which reported such 
contributions in accordance with the 
Commissioner’s original position, either 
voluntarily or through disallowance 
upon examination, were in danger of 


losing the unclaimed or disallowed de. 
duction carried-over when the Commis. 
sioner decided, on second thought, tha! 
the expenditure is deductible in the 
year paid. 

Revenue Ruling 56-530 (1.R.B. 1956- 
43, 22) remedies the situation and peri 
mits deductions of the unclaimed orf 
disallowed amounts as carry-overs tom 


years ended after October 31, 1952. 


Involuntary Conversions 

The rules with respect to involuntary 
conversions are to be strictly applied b 
the Commissioner. In a ruling with 
respect to Sec. 1033(a) (3) IRC 1954 
it was held that the explicit rules se 
forth in that subsection must be ex 
actly fulfilled. Where a taxpayer, whos¢ 
property was destroyed by fire, pur 
chased “like” property with three 
quarters of the insurance proceeds, and 
advanced the remaining quarter to 4 
contractor for the construction of addi 
tional similar property within the re 
placement period, but where the con 
tractor failed to complete the construe 
tion within the period, that portion ad 
vanced to the contractor was taxable t 
the extent of gain. (Rev. Rul. 56- 
I.R.B. 1956-44, 18) The ruling points 
out that “the taxpayer did not insis 
that the structure be completed in 195i 
and accepted various excuses from 
contractor for his delay in beginning 
construction.” This does not appeat, 
however, to be the principal reason fo 
the ruling, since the language whid 
follows indicates that the Commission 
er’s position is based solely on non 
compliance with the statute. Nor i 
there any indication that the Commis 
sioner believes that the excuses welt 
invalid and should not have been at 
cepted. 
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